Issues in Islamic 
Banking 


Selected Papers 


MUHAMMAD NEJATULLAH SIDDIQI 


Contents 


Acknowledgements 
Foreword — Khurshid Ahmad 
Preface 


1, Islamic Approaches to Money, Banking and 

Monetary Policy 

On the Nature of Money and its Réle in the Economy 

Banking 

Short-Term Loans 

Bills of Exchange 

Credit for the Consumer 

Finance for the Government and the Public Sector 

Monetary Policy 

International Bankil 

Conclusion 

Postscript: Review of Contributions During 1977-1981 


Demand for Money 
Discounting Future Values 
Indexation 

Creation of Credit and Seigniorage 
100% Reserves 
Profit-Sharing Ratio a 
Islamic Banking in Operation 


an Instrument of Policy 


Page 


2. Banking in an Islamic Framework 3 


w 


> 


Consequences of Interest 54 
Interest and Bank Credit 55 
Profit-Sharing Banks 59 
Short-Term Credit 61 
Prospects 64 
Rationale of Islamic Banking 67 
The Critique 69 
The Investment Sector, Inefficiency of Debt Finance 69 
The Investment Sector: Injustice of Debt Finance ul 
Consumer Debt 74 
Public Debt 7 
International Debt 78 
Worsening Distribution of Income and Wealth 8! 
Concentration of Power 83 
Tendency Towards Inflation 84 
‘The Alternative 85 
Allocative Efficiency 85 
Stability in the Value of Money 86 
Increase in the Volume of Investment 88 
Justice and Equity in Distribution 89 
Finance for the Government 90 
Finance for the Consumer I 
International Flow of Funds 92 
Curbing Speculation 92 
Mobilisation of Savings and Profitability of Investments 93 
Conclusion 94 
Economics of Profit-Sharing 97 
The Rate of Profit 99 
Profit-Sharing 101 
The Ratios of Profit-Sharing 102 


Determination of the Banker's Ratio of Profit-Sharing, brp 103 
Determination of the Depositor’s Ratio of Profit-Sharing, 

drp 103 
From Interest to Profit-Sharing 105 


4 


Effects of Changes in the Expected Rate of 
Entrepreneurial Profits, p 

Responsiveness to Changes in p in Supply and Demand 
of deposits 

Effect of Variety in Profit Expectations 

Stability of the System 

Profit-Sharing in the Shares Market 

Other Avenues of Investment 

Allocation of Resources 

Fluctuations in the Rate of Profit 

Monetary Policy in a Profit-Sharing System 

Conclusion 


ow 


. Monetary Theory of Islamic Economics 


al 


Issues in Islamisation of Banking 
Profit-Sharing as the Chief Alternative to Interest 
Supplementary Methods of Eliminating Interest 
Action Plan for the Elimination of Interest 
Towards the Goals of the Islamic Economy 


Index 


Acknowledgement is gratefully made to: 


The International Centre for Research in Islamic Economics, 
King Abdulaziz University, Jeddah, for the paper on “Rationale of 
Islamic Banking’ originally published by the Centre in 1981, and 
for ‘Islamic Approaches to Money, Banking and Monetary 
Policy’ presented at a seminar organised by the Centre at Makka 
in 1977. 

The International Centre for Research in Islamic Economics, 
King Abdulaziz University, Jeddah, and the Planning Com- 
mission, Government of Pakistan, for the two papers on ‘Econ- 
comics of Profit-Sharing’ and ‘Issues in Islamisation of Banking’ 
presented at a seminar jointly organised by them at Islamabad in 
1981, 

The Islamic Council of Europe, London, for "Banking in an 
Islamic Framework’ presented at a conference in London in 1977 
and included in the book The Muslim World and the Future 
Economic Order published by the Council in 1979. The paper 
was first published in the journal Islam and the Modern Age, 
New Delhi (Vol. VIII, No.4, November, 1977). 


Foreword 


Islamic banking is no longer a mere theoretical proposition. In 
excess of twelve national and intemational banks are now 
successfully operating on an interest-free basis in different parts 
of the world including the West. This development is bound to 
have far-reaching consequences for the future mode of banking in 
the entire Muslim world. It is, therefore, important that 
professional economists should engage in more rigorous examin- 
ation of the principles and practices of Islamic banking and 
participate creatively in the process of this historic development. 

Dr. M. N, Siddiqi, Faisal Laureate for 1982/1402 H. is 
amongst the leading pioneers of Islamic economics. He has 
already authored some twelve books on different aspects of 
Islamic economics and his book Banking Without Interest, first 
published in 1969, was the first full and professionally thorough 
treatment of the subject. Over the last decade Dr. Siddiqi has 
written extensively on certain aspects of Islamic banking, mainly 
in the form of papers contributed to international conferences and 
seminars on Islamic economics. He has done a valuable service to 
the academic community in general and the students of Islamic 
economics in particular by compiling these papers and lectures in 
the form of Issues in Islamic Banking. 1 have been involved with 
most of the conferences and seminars to which these papers were 
contributed and I have no hesitation in saying that Dr. Siddiqi’s 
contribution in clarifying many issues in the monetary and fiscal 
economics of Islam is original as well as sizeable. 1 am sure the 
present collection is a significant contribution to the dialogue on 
Islamic banking and anyone who goes through this work with 
openness will find that he presents a formidable case in favour of 
interest-free banking, It should also convince our friends and foes 
alike that Islamic economics is not an exercise in Muslim theology 
or figh but a new and lively approach to the economic problems of 
man. 

‘We may be condemned as “utopians’ and ‘romanticists’ but we 
believe that the best form of realism lies in challenging all those 
systems which are based on the exploitation of man in one form or 


another and in seeking to establish a just socio-economic order, 
whatever the effort needed to realise it. Dr. Siddiqi demonstrates 
with cogent arguments that an Islamic economy is capable of 
freeing modern man from the debt-ridden economy in which he 
lives and of guiding him towards a society based on justice and 
equity, He also demonstrates that such an economy would also 
ensure growth and stability, I am sure Issues in Islamic Banking 
is going to be a valuable contribution to the debate on the future of 
banking in our own time, 


Institute of Policy Studies, 
Islamabad 


Sept., 1982 Khurshid Ahmad 


Preface 


The idea that Islam is a unique way of life distinct from all other 
isms and ideologies naturally extends to the economic life of the 
Umma. A determination to reshape the economy on distinctive 
Islamic lines has been an important dimension of the Islamic 
resurgence visible all over the world of Islam. The areas of money, 
banking and investment are regarded as crucial to the process of 
Islamisation of the economy. Modern banking, based on interest 
and biased in favour of the capitalists and the rich and well-to-do, 
is rejected as un-Islamic because of the unequivocal prohibition of 
ribé by the Qur'an, which the consensus of Muslim jurists has 
interpreted as covering all kinds of interest, usurious or otherwise, 
irrespective of the nature and function of the loan. The Islamic 
emphasis on cooperation as the key concept in economic life has 
Jed to reliance on profit-sharing and participation as the alternative 
bases for banking and investment in the Islamic framework. 

Muslim society never legitimised interest: throughout the 
thirteen centuries of its history prior to domination by imperialist 
powers, it managed its economy and carried on domestic and 
international trade without the institution of interest. Profit- 
sharing and various kinds of participation arrangements served as 
adequate bases for savings and investment and considerable 
capital was mobilised for mining, ship-building, textiles and other 
industries, as well as for maritime trade. Introduction of interest 
based banking by colonial régimes in the Muslim countries during 
the nineteenth century failed to involve the bulk of the community 
until the legal framework made it almost impossible for any 
business to thrive without such involvement. Efforts of some 
pseudo-jurists to distinguish between riba and bank interest and to 
legitimise the latter met with almost universal rejection and 
contempt. Despite the fact that circumstances force many people 
to deal with interest-based financial institutions, the notion of its 
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essential illegitimacy has always remained. A sizeable section of 
the community still refuses to have any dealings with these 
institutions despite the inconveniences involved. 

Rejection of interest is seen as a necessary part of the rejection 
of the exploitative capitalist system which is to be replaced by the 
just and equitable Islamic system. The recent literature on 
interest-free Islamic banking in fact grew as a part of the literature 
‘on the economic system of Islam in contradistinction to the 
capitalist and the socialist systems of various hues. Now we have @ 
number of books and articles in Arabic, English, Urdu, Turkish, 
Persian and Bengali, etc. Early writers mostly attempted a critique 
of modem banking, exposing the role of interest in the exploitation 
of individuals and nations. Then they proceeded to suggest that 
partnership and profit-sharing could form a viable basis for 
banking. Some economists with adequate training in the Shari'a 
sciences worked out a detailed model of interest-free banking on 
these bases, My earlier work Banking Without Interest (1973, 
first published in Urdu in 1969) belongs to this category. Since 
then the subject of Islamic banking has undergone considerable 
development. Discussion is now conducted in the broader context 
of economic analysis inspired by Islamic values and ends. 
Subjects such as the nature and functions of money, determinants 
of the demand for money and the alternative ways of managing its 
supply are also receiving attention. Fresh impetus has been 
provided by the establishment of a number of banking institutions 
operating without interest, and some initial steps taken by the 
governments of Pakistan and Iran to phase out interest from the 
economy. The subject is now attracting the attention of the entire 
body of economists and bankers in the Muslim world. The 
conference of the Governors of the Central Banks of 36 Muslim 
countries held at Riyadh in September, 1980 was merely acknow- 
ledging the wind of change when it said that: 


“The Governors appreciated the desire to apply Islamic 
Shari'a in the field of banking and noted with interest the 
establishment of Islamic banks in a number of member 
states.” 
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For those with a sense of history, it should not be difficult to see 
that the move towards an interest-free Islamic banking and 
financial system could be a process with revolutionary con- 
sequences. What guarantees this in the first place is the will of the 
Muslim masses to whom freedom from colonial powers and 
disillusionment with westemised secular leaders has now given 
the chance to re-assert their identity and intentions in the wake of 
Islamic resurgence. Islamic banking provides them with a legiti- 
mate means of directing their savings into profitable avenues of 
investment. The same applies to businessmen who are eager to get 
‘on without at the same time being involved in interest which is 
prohibited by Allah. One of the major reasons why the banking 
habit never put down deep roots in Muslim societies has been 
interest. Once interest is eliminated from banking operations and 
the social priorities of Islamic banks impress the masses they are 
likely to get involved in a big way. This could revolutionise the 
economies of the Muslim countries. Luckily, the inception of 
Islamic banking coincides with a great spurt in economic activities 
in several Muslim countries, especially those with oil. The 
resilience brought in by oil wealth and its spill-over effects 
reinforces their ability to stand up and challenge an alien system 
created to serve vested interests. 

What lends added credibility to the whole exercise is the 
perilous condition of the monetary and financial system the world 
over. With two-figure inflation raging alongside high levels of 
unemployment, with interest rates soaring at times beyond twenty 
percent, and the system of international payments under heavy 
strain due to piling up of debts, the situation is becoming 
increasingly untenable. The system has lost credibility, leading to 
a universal recognition of the need for basic changes. 

The basic change advocated by Islamic economists is a 
changeover from interest to profit-sharing. This simple change, 
some implications of which are elaborated and examined in this 
volume, has far-reaching consequences for the entire system. It 
amounts to a change from a lending-based system to one based on 
real investment and participation. It affects the supply of money, 
linking it directly with the transactions needs of the community, as 
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well as the allocation of financial resources in direct response to 
production possibilities. Both affects strike at the very roots of 
inflation. In international relations the change would force nations 
with a surplus to invest to enter into participatory arrangements 
with developing nations, expecting a return only to the extent real 
development takes place. While it cannot be claimed that these 
and other implications of the change have been fully worked out, 
discussion has largely centred around these issues in recent years. 
The present writer had the opportunity of participating in this 
discussion through a number of papers and notes some of which 
are presented here. Their availability in one volume will be useful 
for those who do not have access to the journals or seminar 
proceedings where most of these papers were first published or 
read. The volume also contains some hitherto unpublished 
material. 

The first essay on the Islamic Approaches to Money, Banking 
and Monetary Policy is in the nature of a review of the literature up 
to 1977, It sets the perspective in which later contributions can be 
meaningfully studied. It covers what Islamic economists have 
written about the nature of money and its functions, and the 
demand for money in an Islamic economy. The nature of bank 
money or credit, its desirability or otherwise, and the possible 
ways of its management also come up for discussion. The idea of 
hundred percent reserves is also examined in this context as are 
the suggestions to confine creation of credit to the Central Bank. 
The essay surveys the major contributions to the subject of 
interest-free banking, reporting the various viewpoints on such 
issues as supply of short-term interest-free loans, bills of exchange, 
financing the consumer and financing the government. The paper 
reviews the various writings on Central banking and monetary 
policy in an Islamic framework, examining the various policy 
instruments discussed by our writers. This includes the suggestion 
to use profit-sharing ratios as an instrument of policy, besides the 
reserve ratio, selective credit control and open market operation 
through sale and purchase of shares, etc. Originally written for a 
seminar held in 1978, a postscript has been added to cover the 
contributions up to 1981, covering issues not discussed earlier 


such as indexation and seigniorage, 

‘The next paper, Banking in an Islamic Framework, gives an 
exposition of the model of interest-free banking based on two-tier 
mudaraba that now forms the operational basis of Islamic 
banking. It examines such evil consequences of interest-based 
banking as distribution of income and wealth and inflation and 
demonstrates the advantages of Islamic banking which is free from 
these evils, examining the creation of credit at some length. Some 
of the other issues briefly dealt with in the first essay also come up 
for detailed consideration. 

The third article, Rationale of Islamic Banking, answers the 
question why Islamic economists advocate a change from interest 
to profit-sharing. It is argued that the interest-based system is 
inefficient as well as unjust. It has an inherent tendency towards 
inflation and it fails to provide a just and viable basis for 
international monetary relations, The change to a system based on 
profit-sharing will contribute to allocative efficiency, justice and 
stability. It can also serve as a viable basis for international flow of 
funds. 

The fourth paper, Economics of Profit-Sharing, covers entirely 
new ground by discussing how the ratios of profit-sharing between 
the depositors and banks, and between the banks and businessmen. 
will be determined. It studies the effects of changes in the expected 
rate of profits on these ratios and the alternative possibilities as 
regards the responsiveness of supply of and demand for deposits to 
changes in the expected rates of profits. It examines and refutes 
the contention that a system based on profit-sharing must be 
unstable and subject to wide fluctuations, The paper demonstrates 
that the system gains in efficiency by assigning the allocative role 
to the rate of profit without the disturbing interference from rate of 
interest. 

The brief paper on Monetary Theory of Islamic Economics 
that follows restates the main points made in the three preceding 
papers in a summary form with a view to providing a synoptic view 
of the subject. It also takes notice of some fresh doubts on the 
viability of interest-free banking. being the report of a discussion 
in which non-Muslim professional economists were also partici- 


pating. 3 


The sixth paper, on Issues in Islamisation of Banking, is a 
comment on the Report of the Council of Islamic Ideology on 
elimination of interest from the economy, submitted to the 
Government of Pakistan in 1980. I have tried to make this note 
meaningful to readers, to whom the Report itself may not be 
available, by adding explanatory footnotes. The comment discusses 
such practices as Murdbaha and investment-auctioning proposed 
in the context of interest-free banking, 

These six papers along with this introduction will, 1 hope, 
inform the reader of the current state of debate on Islamic banking. 
This will facilitate understanding of much that is being reported in 
some journals and a section of the Press. To students of Islamic 
economics in general, and of Islamic banking in particular, it 
provides a comprehensive up-dated report on the subject and 
identifies possible subjects for further research. It is hoped that the 
publication of this volume will provoke further deliberations on 
this vital subject 


King Abdulaziz University, 
Jeddah Muhammad Nejatullah Siddiqi 


CHAPTER | 


Islamic Approaches to 
Money, Banking and 
Monetary Policy 


Muslim society had been using money since its inception and 
some form of banking was also in existence. But issues relating to 
money, banking and monetary policy posed themselves in an 
entirely new perspective in the twentieth century, Emergence of 
modem banks and other financial institutions in Muslim countries, 
introduction of paper currency, increase in public debt and 
commercial dealings in securities presented the jurists with new 
questions to answer. A review of newly introduced western 
institutions was followed by attempts to devise alternatives free 
from interest and other features repugnant to Shari‘a. As Muslim 
countries regained political independence, their élite were called 
upon to manage their own affairs. Interest in Islamic injunctions 
relevant to the management of money and finance increased, and 
the desire to spell out the distinctively Islamic approach, 
contrast to those of capitalism and socialism, led to a number of 
fresh formulations. 

The main juristic issues discussed in the early stages were Riba 
and interest, gambling and speculation, transactions involving 
gharar(chance and uncertainty), forward sales, foreign exchange 
transactions and transaction in debt. While the problem posed by 
the introduction of paper currency was soon settled by accepting it 
as a substitute for the familiar gold and silver coins, the remaining 
issues continue to be debated. 

We shall not be able to review the whole of this debate in this 
paper as it involves detailed juridical discussions. Our focus is on 
the very recent writings, mostly by economists, on the nature and 
rile of money, banking free of interest and monetary policy in an 
Islamic framework. 


On the Nature of Money and its Role in the Economy 


Islamic writers concede the advantages of money as a medium 
of exchange and favour the transition from barter to a money 
economy. They interpret the injunction of the Prophet against riba 
al-fadl as a step, in the early days of Islam,’ towards such a 
transition, as well as being a measure directed at making barter 
rational and eliminating in it the possibilities of injustice and 
exploitation. Similarly, the prohibition of interest is vital for 
ridding the money economy of injustice and exploitation and 
making it rational. 

This is borne out by examining the function of money as a store 
of value. Making a reference to Keynes's General Theory 
(chapter 17; Properties of Interest and Money) Mahmud Ahmad 
emphasises the distinction conferred on money as compared to 
other assets by the institution of interest: it has a liquidity premium 
but no carrying costs. On the other hand its elasticity of 
substitution is zero, so that a rise in its demand must raise the rate 
of interest.’ Should interest be abolished the liquidity premium 
would go and the speculative motive for holding cash would 
disappear. Liquidity premium is not the cause but the effect of 
interest. Speculative hoarding of money is at the root of fluctuations 
in the demand for money which is the cause of trade cycles. To 
discourage hoarding and bring money on a par with other assets 
(commodities) it should be subjected to a carrying cost, besides 
being divested of liquidity premium by abolition of interest. The 
24% per annum Zakdt levy is regarded as a measure ensuring 
such a carrying cost, Abolition of interest coupled with Zakat is 
expected to ensure that money serves its primary function of a 
medium of exchange 

The above point, made by several other writers beside Mahmud 
Ahmad, is further elaborated by Mahmud Abu Saud. When barter 


‘Nor al-Din alse: Tilt riba Fadh, of tu'y al-Lnlami (Kuwait) (116) Aug 1974 
Pp.51-S3; and Ahmad Safiuddin, Iwad: ‘Tapawwur Jadid W-ribd' fagl', of a'y al-txlami 
(Kuwait) (111) Mar. 1974, pps7-9 

2 Sheth Malmud Ahmad: ‘Man and Moaey’, Irlamic Studies (Islamabad) 1X (3) Sept 
1970, pp.217-244, 
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is replaced by the use of money as a medium of exchange, it 
becomes possible to leave the process of exchange incomplete by 
withholding the money obtained from sale of a commodity *... 
because money obtained represents half an exchange transaction, 
the value of money related to itself in terms of present time as 
against a future time becomes different. This is the basis of the 
“time preference” theory.’' The deficiency of money as a measure 
of value also derives from this phenomenon as the value of money 
is unstable because its supply cannot be controlled in view of the 
money holders’ power to withhold it from circulation. ‘Unless we 
standardise our money and stabilise its value, letting the values of 
the measured objects fluctuate, no economy can be held in a sound 
wholesome state, and nobody can rightly claim that money is the 
“standard of value” or the real unit of account.” As Abu Saud sees 
it, “Interest is gained because somebody does not purchase 
immediately on receiving the proceeds of his sales, because this 
somebody knows that if he abstains from spending he would gain 

The key to a solution lies in subjecting money to the natural law 
of depreciation over time to which all other commodities are 
subjected. This is the purpose of the Islamic principle of Zakdr 
which makes all forms of private wealth “depreciate” from the 
viewpoint of the private owner, by about 2.5% per annum. This 
will discourage hoarding and make all money circulate. Money 
will serve as a medium of exchange and remain stable in value, 
thus serving as a standard measure of value. 

Najjar has also discussed the nature and role of money in detail, 
concluding that hoarding, interest rates, and reckless spending by 
governments, are the main obstacles in the way of money playing 
its proper rdle in the economy. 


"Mahmud Abu Saud “Toterest Free Banking’. 9.20. Papes presented at the First 
International Conference on Islamic Economics held at Makka 1976, 

2/bid. p.20, 

Sibi p91 

‘Najjar, Ahmed: af Madéhal ila T-nazarivat al-ighisédiyah /i/-minhaj al-Islam, 
Beirut, Dar al-Fikr, 1973. pp.25-453. 
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Economic literature abounds in evidence to the effect that 
hoarding and speculative holding of money is a source of much 
trouble in the economy causing instability in the value of money, 
fluctuations in output and employment, and resulting in mal- 
distribution of wealth, Islamic economists have scored a valid 
point by demonstrating that Zakar will discourage hoarding. The 
view that the institution of interest has something to do with 
speculative holding of money is also substantially correct. Aboli- 
tion of interest and the consequent disappearance of the bonds 
market will leave little room for the type of speculation prevalent 
today. Savings will have to be invested in common stock (ordinary 
shares) or deposited in the ‘profit-sharing’ accounts of the 
“interest-free banks’ (ie. advanced to entrepreneurs), through 
banks, on a profit-sharing basis). This will still leave some room 
for holding cash in expectation of a rise in the expected rate of 
profit, or in anticipation of better opportunities for investment. 

This does not, however, decrease the weight of the Islamic 
economists’ argument noted above, nor does it seek substantially 
to modify it. Itis only meant to put on record something which they 
have failed to note in the context of the above discussion. In so far 
as the ‘speculative motive’ would still be operative in an Islamic 
economy, it will no longer be capable of generating the wide 
fluctuations experienced at present. With expected profits the 
saver would have to weigh the possibility of loss which in a profit- 
sharing banking system would devolve entirely on him. Shackle’s 
focus gain-focus loss hypotheses can be invoked to demonstrate 
that fluctuations in profit-expectations may be counter-balanced 
by accompanying loss-expectations and the net result may be 
movement within not too wide a range. In an economy where 
speculative demand for money is a function of the rate of interest 
the story is entirely different 

Money in a money economy must not cease to perform the 
function of a store of value. Although the carrying costs involved 
in Zakat would certainly make an impact, they cannot obliterate 
the precautionary and ‘speculative’ motive (as function of the 
changing profit-loss expectations). Abolition of interest and the 
Zakat\evy would eliminate wide fluctuation, but there would still 
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be need for a monetary policy to ensure stability. 

The institution of credit and bank money has been another 
object of scrutiny by the Islamic economists. Early writers saw 
something morally wrong in it. Some doubted its need and 
ascribed its proliferation to the vested interests of the banks, More 
recently it has been realised that interest is the villain of the piece. 
Abolition of interest will, to a large extent, curtail the harmful 
features of the creation of credit by banks. However, strong 
‘arguments have been advanced against allowing private commercial 
banks to create credit in an interest-free banking system. 

*Banks gain a lot out of thin air or of no air atall, They create an 
artificial purchasing power and take advantage of the demand for 
it. This demand is also illicitly created by those who have managed 
to liquidate their assets and preferred to enjoy # guaranteed 
income against their withheld money.”' Having so pronounced, 
Mahmud Abu Saud sees no need for bank created money as real 
money can take care of all transactions. As to the extra money 
needed for financing innovations, the Central Bank can issue 
additional currency for this purpose which will have a temporary 
inflationary effect and no further harm will be done.’ S.M. Yusuf, 
while suggesting a 100% reserve system seems to take a similar 
position.’ 

The anti-credit verdict based on the alleged undeserved profits 
of the bank is further strengthened by the more valid argument that 
a credit economy is inevitably an inflationary economy. Over- 
expansion in credit caused by the lure of easy banking profits leads 
to an untenable situation with the inevitable downturn and 
depression.’ The crucial question is related, however, to the role of 
interest in such a credit system. As Mahmud Ahmad sees it, the 
institution of interest and not credit creation as such is the cause of 


Mahmud Abu Saud, op. cit, p91 

ibid. p99. 

2SM. Yusuf Economic Justice in Islam, Lahore. Sheikh Muhammad Ashraf, 197% 
pst 

“Muhammad Usair: An Outline of Interesiless Banking, Dacca, Rathan Publications, 
1965, Repriated in the author"s Inserest Free Banking, Roya! Book Co,, Karachi, 1974. 
pp 95-217, 
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trade cycles. The entrepreneur has to aim ata rate of profit which 
is three times as high as the rate of interest or even higher: *. .. high 
pitching of profits is a compulsive phenomenon emerging from the 
institution of interest. The essential high profits can only be made 
by either raising the price of the product or lowering the wages. 
Whatever proportion is assigned to either of the alternatives, 
effective demand is slashed." The remedy suggested by him is ‘to 
reshape the credit structure so that loans cease to command any 
interest and profits get reduced to the level where they will pay 
only for the labour of the enterprise. Pure profits will tend to reach 
zero at zero rate of interest.” It is difficult to agree with the last 
part of Mahmud Ahmad's statement, but that does not concern us 
here. But he is right in his vision that with the abolition of interest 
the structure of credit will be directly governed by profits from 
enterprise, 

It takes only one further step to conclude that possibilities of 
over-expansion in that case will be severely limited, especially as 
the liability to losses will attach to the banks — the creators of 
credit. As Siddigi has argued, in the Islamic system of banking 
without interest, ‘credit would be created only to the extent there 
exist genuine possibilities of creating additional social wealth 
through productive enterprise. Demand for profit-sharing advances 
will be limited by the extent of the available resources and banks" 
ability to create credit will be called into action only to the extent 
of this demand, subject to the constraint imposed by profit 
expectations that satisfy the banks’! and their depositors. Earlier, 
Uzair must have had the same point in mind while arguing that the 
possibilities of over-expansion of credit can be eliminated by 
making capital and enterprise move together through abolition of 
interest." 


' Sheikh Mahmud Ahmad: “Monetary Theory of the Trade Cycle’, p.176. f4lamic 
‘Studies (Islamabad) X11 (2) Sept, 1973. pp.159-178 

ible 

) Muhammad Nejatullah Sidi 
the Modern Age (New Det) 
volume. See p55 

*Mubammad Uxair: Intere 


Banking in an Islamic Framework’, p.10. iam and 
lov, 1977, Repraduced below as the nest paper in this 


Free Banking, .20, Roys! Book Co,, Karachi 1978 
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This important clarification justifies Hasan Homud's 
acclamation of credit in an interest-free system’ and leaves no 
case for scepticism regarding credit per se as harboured by Kahf* 
and some early writers on the subject. Some of these misgivings 
were rooted in the vague notion that credit was in some way the 
child of interest. This is far from being true. As Siddiqi demon- 
strated a decade ago,’ banks’ ability to create credit is independent 
of the terms on which it is created, depending as it does on the 
public's habit of keeping only a part of its income in cash and 
depositing the rest with the banks, Credit will therefore continue to 
be created even after the switch from interest to mudaraba(profit- 
sharing) as the basis of bank advances to businessmen. 

While ruling that commercial banks are not permitted to create 
money which should be a monopoly of the state in an Islamic 
economy, Kahf fails to examine whether such permission to 
interest-free commercial banks, operating on the basis of 
muddraba( profit-sharing) will still be against public interest, and 
whether the Monetary Authority will or will not be able to regulate 
their activities in the public interest. It is not clear how his 
suggestion can be put into practice without nationalising commer- 
cial banks, He envisages private commercial banks operating with 
100% reserves as ‘service institutions’. If the commercial banks 
operate with 100% reserves, their only earnings will be service 
charges on checking deposits and fees charged for transfers, 
safekeeping and other services. They will be obliged to raise their 
charges to meet their administrative costs and earn competitive 
returns on bank’s capital. In order to justify this additional 
burden on the public, one must argue that the main objective of the 
100% reserve banking, i.e. control of the total supply of money, 
cannot be secured in any other way. This Kahf fails to do, The 
Chicago plan for banking reform, which advocated 100% reserves 
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during the thirties, has been thoroughly debated. A reconsideration 
of the idea in the context of Islamic banking requires a more 
detailed discussion than is available to date in our literature. More 
on this point in the postscript below. 

Kahf suggests establishment of Finance Houses for handling 
mudaraba funds for investment on a profit-sharing basis. But he 
does not insist on it since, according to him, “both can be thought of 
as one body providing two separate services.”' It may be desirable 
to combine the two institutions in view of the fact that a separation 
will leave the commercial banks in a very weak position as profit 
making institutions. 


Banking 


As reported earlier,’ the idea of interest-free banks based on the 
Islamic legal concepts of shirka (partnership) and mudéraba 
(profit-sharing) gradually evolved during the last thirty years, 
leading to a fairly comprehensive model of banking by the early 
seventies. 

A bank is conceived, in the first instance, as a financial 
intermediary mobilising savings from the public on the basis of 
mudaraba and advancing capital to entrepreneurs on the same 
basis. Profits accruing to entrepreneurs on the capital advanced by 
the bank are shared by the bank according to a mutually agreed 
percentage. The bank also performs a number of familiar banking 
services against a fee or a commission. The bank's own share 
capital also goes into its business of offering banking services and 
advancing capital on a profit-sharing basis. Making allowance for 
administrative costs, the net revenue on all these counts constitutes 
the profits of business. This is distributed over the entire capital 
involved — public deposits on the basis of mudaraba and the 
bank’s share capital. The percentage profits so worked out are 
then shared with the depositors according to a proportion 


!Moneer Kaht: The Islamic Economy, op. cit. p.76. 
?Muhammod Nejatullah Seddiqi: Muslim Economic Thinking- A Survey of Contemp- 
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announced in advance. Profits received by depositors in 
muddraba accounts are, therefore, a percentage part of banking 
profits which mainly accrue to the bank as a percentage of the 
profits of enterprises financed by it. 

Deposits are also accepted in the current accounts with promise 
to pay on demand. No profits are distributed to these depositors 
from whom a service charge may or may not be realised. The bank 
is obliged to grant very short term interest-free loans to the extent 
of a part of total deposits in its current accounts. 

The above model is based on a two-tier muddraba contract. A 
large number of depositors enter into individual muddraba 
contracts with a banking company, organised on the basis of share 
capital, the contracts stipulating the sharing of the profits of the 
“business of banking’, The bank undertakes two kinds of*business’. 
Firstly, it offers banking services earning fees and commissions. 
Secondly, it assumes the role of a financier-entrepreneur making 
judicious selection of businessmen who seek capital from it, 
stipulating that they share with it the profits of their productive 
enterprise. Liability to loss in a muddraba contract attaches to the 
financier only, the working party bears no part of the loss accruing 
to capital extended by the financier, As shown by Siddiqi, al! 
schools of Islamic Law are unanimous on this point.' It follows 
that the loss incurred by an individual entrepreneur working with 
capital advanced by the bank will be borne by the bank. The bank 
has, however, advanced capital to a large number of entrepreneurs, 
diversifying its investments as far as possible, Losses incurred on 
individual advances are likely to get absorbed by some of the 
profits accruing to the bank from the successful entrepreneurs. As 
Jong as the totality of profits accruing on bank advances plus the 
fees and commissions earned by the bank remain a positive 
quantity, i¢. as long as the banking business as a whole does not 
end up in loss, the depositors’ interests are safe. But what if the net 
revenue of the bank is a negative quantity? This will mean a loss, to 
be distributed equally on share capital and mudéraba deposits. 


Muhammad Nejatullah Sidebgt Shirkar aur muddratat ke shart wsdl. Delhi, Lahore, 
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The possibility is merely theoretical, both on economic and 
empirical grounds. But according to the nature of a muddraba 
contract, the depositors in mudaraba accounts do stand liable to 
loss should such a possibility materialise. 

Islamic economists in search of a viable alternative to interest- 
based banking have, quite understandably, felt uneasy about this 
conclusion. They have sought to absolve the depositors of this 
liability in different ways, 

The bank may build loss compensating reserves, out of its 
earning in good times, to meet any net loss in bad times, so that 
depositors can always be sure of getting their deposits back in full, 
if not with any profit. A deposit insurance scheme may be 
launched with the backing of the Central Bank and participation of 
all banks and their depositors. This is the approach of Siddiqi’, 
Irshad Ahmad? and Najjar’ among others. 

Bagir al-Sadr seeks to absolve the depositors of even the 
theoretical liability to loss by denying the status of the bank as the 
middle link in a two-tier muddraba outlined above — a status 
they enjoy according to Abdullah al Araby.* Siddiqi’ and the 
majority of writers on the subject. According to Bagir, the bank is 
‘tn agent working for the depositor for a special kind of reward, 
akin to a prize, called ju‘a/a in Islamic law.* Mudaraba contract 
takes place only between the bank and the entrepreneurs. Having 
absolved the depositors of the liability to loss, Bagir seeks to 
ensure that banks too do not incur any losses by stipulating some 
kind of a wage contract between the bank and the entrepreneurs. 

In his recent work, Sami Hasan Homud* concludes that 
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individual contracts of muddraba discussed by early jurists 
cannot be expanded to provide for collective type of investments 
involved in interest-free banking. He too seeks to modify the two- 
tier muddraba model described above in such a manner that 
liability to loss in the depositor-bank relationship attaches to the 
bank only. The bank's share in the profits actually accruing to 
entrepreneurs can be justified only on the basis of assuming this 
liability, he thinks. The only other basis of a right to profits could 
be supply of capital or work (enterprise). The bank provides 
neither of these two as capital comes from depositors and work is 
done by entrepreneurs.’ The bank's share in profits, in the model 
outlined above, could therefore be justified on the basis of its 
liability to losses in respect of the depositors’ money which it 
advances to the entrepreneurs. 

The question that Homud fails to raise and answer is: how 
could the depositors be entitled to a share in profits when the 
return of their* capital’ is guaranteed to them? They have ceased to 
be suppliers of*capital’, having become suppliers of loan’ instead, 
A lender with guarantee of repayment is not entitled to any profits. 
Secondly, Homud is mistaken in hypothesising that the bank does 
not supply work or enterprise. The entrepreneurial activity of the 
bank lies in scrutinising the projects the businessmen present to it, 
making a choice of whom to advance its capital, and keeping an 
eye on the progress of their productive enterprises, Siddiqi refers 
to F.H. Knight's classic work on Risk, Uncertainty and Profit in 
support of the view that the essence of entrepreneurship lies in the 
choice of men who would conduct the actual business. 

As regards the loss incurred by an individual entrepreneur on 
capital obtained from the bank, it has already been noted above 
that this attaches to the bank. Some scholars seem to question this 
principle on “practical grounds’, but we have not come across any 
reasoned statement ot their case, 

The two-tier muddraba model has been further extended by 
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providing for partnership contracts between the bank and an 
entrepreneur. The bank would participate, through its employees 
or commissioned agents, in the actual conduct of business, along 
with the entrepreneur, who invests his own capital also. Losses, if 
any, would be shared by both parties in proportion to capital 
supplied. Profits of the joint venture would be shared according to 
an agreed percentage. Some writers, especially Najjar’, would like 
this to be the dominant form of banking operations. Najjar’s banks 
seek a marriage between development banks and commercial 
banks. They would promote savings and effect their useful 
employment, mainly in the rural sector. He has reported in detail 
the successful operation of such banks in Egypt’ 

Some of the recently established interest-free banks have gone 
into productive enterprise directly too. The Dubai Islamic Bank is 
4 case in point, The model of banking outlined above admits of 
such an extension, but the economic advisability of mixing this 
function with the other functions remains to be thoroughly 
examined by our economists. 

As regards the numerous banking services, such as safe 
keeping, transfers, letters of credit, etc., performed for a fee or 
commission, these would continue to be performed as interest is 
not involved. Several writers have examined them in detail. 
Homud, finding some commissions similar to interest, has sug- 
gested certain modifications.” 

A number of questions relating to the accounting aspect of 
profit-sharing arising out of the variety in size and duration of 
mudaraba deposits have been discussed by several writers but 
they need not detain us here. Of special interest. however, is 
Homud's suggestion relating to the term structure of the rates of 
profit-sharing between the banks and the depositors. The bank 
may give a larger percentage share from profits accruing to it to 
those depositors who commit their deposits for a longer period of 
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time.’ 

We do not endorse Homud’s view, based on some legal texts 
pertaining to individual muddraba contracts, that costs of bank 
administration should be met out of the revenue from commission 
and fees only, so that profits earned through advancing depositors’ 
money are not affected.* It is not necessary to do so if we take the 
entire business of banking as the activity in which both muddraba 
deposits and share capital are invested. Moreover it is not a 
practical suggestion. 

Since this mode! began to be seriously discussed a number of 
practical problems have attracted special attention. The supply of 
short term interest-free loans, discounting of bills of exchange, 
supply of credit to consumers and the related problem of 
instalment credit (in hire-purchase), and lastly, the financing of 
the public sector are the main issues which merit mention. 


Short-Term Loans 


It is agreed that, as far as possible, all advances to business 
parties should be on the basis of profit-sharing. Insofar as it is not 
possible to do this, as in the case of call money and loans for a few 
weeks’ duration, provision for interest-free loans to business 
becomes inevitable. Many writers on the subject have suggested 
that banks should be obliged to earmark part of the total deposits in 
their current accounts for interest-free loans. This supply would, 
however, be limited, though there is some scope for augmenting 
this supply by the Central Bank in a manner explained later on. 
The crucial problem is how to control the demand for interest-free 
loans from business so as to ensure an equilibrium between supply 
and demand. 

*Much of the demand for call money and very short term credit 
emanates from within the financial sector itself and is likely to 
disappear when that sector shrinks in consequence of abolition of 
interest. In the production sector, the total demand for short term 
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credit depends on the volume of long term investment and the 
extent of trade credit (credit extended by one firm to another) 
prevalent. Credit needs for the week or the month can be estimated 
at the macro level. This could be done by the Central Bank which 
would then ensure a supply commensurate with the demand by 
manipulating the ‘re-finance ratio’ and the ‘lending ratio’.’ The 
task of allocating the loanable funds at the micro level would then 
be performed by the individual banks on the following criteria: 


1, Specific credit needs of a firm. 


Social priority attaching to the enterprise. 


Nature of the security offered against loan. 


4. Whether the credit seeker has also obtained long term 
advances from the bank for the same enterprise. 


Annual, monthly or weekly average of the applicant's 
balance in current account with the same bank.”? 


Bills of Exchange 


Bills of exchange pose a special problem for interest-free 
banking. Two solutions (proposed long ago) are: to advance an 
interest-free loan against the bill; or to advance cash to the buyer 
(who would have written the bill) on the basis of muddraba, 
claiming a share in the profits from sale of the merchandise 
involved. No discounts are involved in cither case, Recently, 
however, Ali Abdur Rasul has justified discounting bills of 


exchange, citing some Maliki jurists on the validity of Ieaving part 
of loan to(be appropriated by) the one who secures repayment of 
the loan (from the borrower) as a reward of this service of securing 
repayment’.” It follows that if the loan is not actually repaid no 


Both theve instruments of Central Bank poticy are explained in the next section. 
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reward can be given. This view failed to find any support in the 
literature, It has been criticised on practical as well as juristic 
grounds. It has rightly been characterised as allowing a payment 
similar to interest.' There is hardly any need to adopt this advice 
as a mudaraba advance, stipulating a comparatively smaller 
Proportion of profits, would suit most buyers who are presently 
meeting their obligation to the seller by writing a bill of exchange 
duly underwritten by a bank. 


Credit for the Consumer 


Interest-free banks can play only a marginal réle in supplying 
loans to needy consumers. This is a service which should be 
organised as part of a comprehensive social security programme. 
Proposals to allow banks to collect Zakds and disburse them by 
way of grants and interest-free loans have not found favour with 
most writers and can at best be looked upon as a transitory 
arrangement in response to state failure to discharge this function. 
Banks could grant interest-free loans to their depositors as 
overdrafts, for short periods of time. 

A more active role has been envisaged for interest-free banks in 
relation to facilitating the purchase of durable goods by consumers 
who can pay for them only in easy instalments, Uzair has 
suggested that commercial banks should finance the supply side 
and share profits with sellers.’ Recently Sami Hasan Homud has 
suggested financing the demand side in a manner that would bring 
some profits to the bank. Consumer A approaches the bank 
requesting it to purchase a durable item which A is willing to buy 
from the bank, stipulating payment in instalments. The bank buys 
it for him and sells it to A ata two or three per cent profit on its own 
purchase price. Homud cites a precedent from Shifi'T in his 
support.’ Though it is not mentioned by Homud, the consumer 
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may have to pledge a security to the bank till all instalments are 
paid up. The operational difference between it and the prevalent 
practice is that the seller will get the full price of the item and the 
consumer will be under obligation to pay the instalments to the 
bank. Economic consequences of the change will be substantial as 
the banks will have to operate within the constraints of liquidity 
imposed by the system. Instalment credit will be part of the credit 
system opereted through the banks under supervision of the 
Monetary Authority. It will not have an uncontrolled growth 
outside the system and, in all probability, will be much more 
restricted than at present. 


Finance for the Government and the Public Sector 


One of the major evils of the interest-based system, according 
to Islamic economists, has been the phenomenal growth in public 
debt, A switch to an interest-free system will curtail this growth to 
a very great extent. Costs of administration, defence and other 
‘non-productive’ services of the state will have to be met through 
fiscal measures including compulsory borrowing from owners of 
large surpluses, Public sector projects may be financed through 
issue of ‘shares’ promising part of the profits to shareholders. 
Funds could flow into the public sector projects on the basis of 
mudéraba or shirka directly from the public or indirectly through 
the commercial banks.' Our writers envisage a sizeable flow of 
interest-free loans to the government, especially in the event of a 
war or national calamity. Exemption of money lent to the state 
from Zakdt could be an added incentive to the lenders, Some 
other tax concessions have also been suggested. 

The above model of interest-free banking has not evoked any 
serious criticism from professional circles, Doubts have been 
expressed, however, mainly on one point the possibility of 
cheating by businessmen who would, it is alleged, find it to their 
advantage to understate their profits, or even show losses, with a 
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view to surrendering a smaller part of their profits to the banks, or 
even avoid surrendering any profit at all, This they may do in view 
of the condition that banks can claim only a share of actual profits 
of business and, incase of a loss, have to bear the entire loss. It has 
rightly been pointed out, however, that such practices will be 
contrary to the interests of the businessmen themselves. It will 
destroy their creditworthiness and ruin their chances of getting any 
further advances from the banks. The banks, in selecting their 
business partners, will naturally be guided by their past record. 
Those with a record of involving the bank in a loss will be poor 
candidates for a fresh advance. Those with a record of ploughing 
back positive returns to the banks on the advances made by it will 
have a better chance of fresh arrangements. Those who have 
returned higher percentage profits to the bank, as bank's share of 
business profits, will have the brightest chances of obtaining 
additional capital, It will be, therefore, in the interest of business- 
men to strive to make high profits and yield attractive returns to 
their financier banks. 

Furthermore, the modem techniques of audits and accounts 
will be used, preferably under the patronage of the Central Bank, 
to eliminate the possibility of cheating from the system. It is also 
hoped that moral standards in an Islamic economy will be 
sufficiently high as to counteract such tendencies towards cheating 

A total rejection of the mudaraba-based model has come from 
Muslchuddin.' He thinks that muddraba as envisaged by Islamic 
jurists cannot provide a basis for the depositor-bank and bank- 
businessmen relations envisaged in the above model. This view is 
based on a narrow interpretation of the legal texts involved, which 
makes him conclude that the muddraba contract can be only 
between two persons, the working party (mudarib) cannot invest 
any capital of his own in the business financed by the bank; and the 
Islamic bank will not be able to make advances to firms which 
have already invested their own capital in their business, Lastly, 
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he finds that the condition that the risk of loss in case of mud@raba 
would attach to the bank alone rules out the possibility of success 
for these banks. 

Unfortunately, Muslehuddin fails to suggest a viable alternative 
to the muddraba-based model, His Islamic banks! will be 
confined to services performed against a fee or a commission. 
They would lend depositors’ money for short periods recovering 
only service charges just sufficient to cover administrative costs. 
This would hardly make his banks a profitable business, allowing 
them to pass back some of the profits to the depositors. 

The juridical issues involved in the above model, and questioned 
by Muslehuddin, have already been thoroughly examined? Our 
writers have established the validity of the two-tier muddraba 
involved in the model outlined above. It is also valid for a working 
party in muddraba to invest its own capital in the same enterprise, 
and for the financier to advance capital to a businessman who has 
already invested his own capital. Some of the other issues relating 
to the feasibility of the above model, the supply of short term loans 
and the possibility of cheating, ete., raised by Muslehuddin, have 
already been discussed above. 


Monetary Policy 


Monetary policy is directed at regulating the quantity of money, 
its availability and its cost. The usual objectives of monetary 
policy are price stability, balance of payments, growth of the 
economy and distributive justice — objectives in whose realisation 
fiscal policy also partakes. The Central Bank, functioning under 
supervision of the Government (the Ministry of Finance), pursues 
these ends using a number of instruments at its disposal 

Policy goals have been discussed by Islamic economists under 
the general study of the economic functions of the Islamic state. It 
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is presumed that the goals listed in the preceding paragraph are 
desirable with comparatively more emphasis on stability and 
distributive justice. 

Not many writers have paid special attention to Central 
banking. the immediate interest being focused on evolving a viable 
model of commercial banking. Some tended to assign the relevant 
functions to the Bait al-Mal, a view that could hardly stand 
further scrutiny. As a result, Siddiqi’s preliminary discussion of 
Central banking! has yet to be followed up by a more detailed 
treatment? He notes the absence of Bank Rate as an instrument 
of policy. But changing the reserve ratio and direct controls on 
supply of credit are two of the conventional weapons still 
available. In the absence of interest-bearing securities, sale and 
purchase of certain kind of shares and ‘loan certificates’ could 
provide the means of ‘open market operations’.’ As an alternative 
to the Bank Rate a number of other policy instruments are 
suggested. The ‘Re-finance Ratio’ refers to the offer of the 
Central Bank to provide additional cash to the commercial banks 
to the extent of a certain percentage of the interest-free loans 
granted by them. Raising or lowering this ratio will have the 
effect of expanding or contracting the supply by the commercial 
banks of short term credit. Prescribing different ratios in respect of 
credit extended to different sectors of the economy can be a means 
of channelling credit into desired directions, Another instrumentis 
the Lending Ratio’ which refers to the percentage of demand 
deposits which the commercial banks will be obliged to lend out as 
interest-free loans, This instrument too can be manipulated to 
affect the supply of short term credit. The Central Bank may also 
consider the advisability of controlling the ‘ratios of profit 
sharing’ — the percentage of profits accruing to the entrepreneur 
(working with capital advanced by the commercial banks) which 
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would flow back to the bank. This issue is also taken up again in 
the postscript below. 

Moral persuasion in policy decisions arrived at through mutual 
consultation has played a significant role in recent times. It is 
hoped it will have a still greater réle to play in the Islamic banking 
system. 

Thus the Central Bank in an interest-free system will have a 
number of instruments which it could use to regulate the supply of 
credit and the terms on which it is available to the entrepreneur. 
Abolition of interest, absence of interest-bearing securities and, 
hence, of the speculation in the bonds market, will greatly reduce 
its problems. The marriage of capital and enterprise effected by 
the replacement of interest by profit-sharing will contribute 
towards growth and development. The ends of distributive justice 
will be served by the abolition of interest coupled with the 
principle of Zakdt applied to most forms of wealth 

These considerations provide a sound enough basis for con- 
cluding that interest-free banking is viable in both commercial and 
Central banking, As the practice grows, the Monetary Authority as 
well as the banking community are sure to discover and devise 
newer means of realising the desired objectives. 

At present, the chief practical concern of Monetary Authorities 
in the Muslim countries is controlling inflation — a subject being 
covered separately in this Seminar. With the creation of high 
powered money entirely vested in the Central banks, and the 
automatic curtailment of credit with the abolition of interest and 
curbs on speculation, inflation can be more easily controlled in the 
framework of Islamic policies and interest-free institutions. 


International Banking 


Most of the discussion on interest-free banking assumed a 
closed system, in the first instance. In an interest-free international 
economy the same model can be extended without difficulty. A 
special problem is, however, posed by the realistic assumption 
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that interest-free national banking systems will have to interact 
with the interest-based system dominating the world. This issue 
was taken up by early writers on the subject and a simple solution 
based on “permission due to necessity’ was suggested. While 
transactions with interest-based institutions would involve 
payment as well as receipt of interest, these transactions can be 
channelled through the Central Bank which could, as far as 
possible, insulate the indigenous economy from the effect of these 
transactions, If and when a number of countries are willing to 
Operate on an interest-free basis they can form a group of their 
‘own. Interest can be abolished from all intemational transactions 
within this group. The group can negotiate alternatives to interest 
with the outside world wherever feasible. 

The establishment of the Islamic Development Bank at Jeddah 
followed by the formation of Islamic banks at Dubai, Cairo, 
Khartoum: and Jordan* have prepared the ground for international 
monetary cooperation free of interest. The recently founded 
International Association of Islamic Banks is a step in that 
direction. One of its declared aims is to advise its members on 
investment and to attend to their liquidity problems, besides 
effecting coordination in their working and standardisation in their 
practice. One of the prime concerns of International Islamic 
Ranking should be the mounting foreign exchange reserves of the 
oil-rich countries which are exercising inflationary pressures at 
home and have, surprisingly enough, increased their vulnerability 
to the manoeuvrings of international high finance. Speedy utilis- 
ation of these surpluses for human capital formation in, and 
transfer of technology to, the Islamic peoples in particular and the 
Third World in general, is hardly possible in the framework of 
interest-bearing loans and investments. Interest-free loans on a 
liberal scale and long term profit-sharing arrangements, possibly 
with an initial period of grace, could usher in an era of rapid all 
round development to the advantage of the entire regions of North 


*More recent sddivons are the Islamic Banks in Bahrain, Kuwait and Laxemboare 
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Africa and South and South East Asia of which the creditor 
countries would be the major beneficiaries. 


Conclusion 


Abolition of interest has become the hallmark of Islamic 
economics in modern times. Here lies the greatest challenge for 
the Islamic economists: to justify it by a fresh analysis of money 
and its réle in the economy and present an operational model of 
interest-free banking which may convince the modern man that 
Islam’s economic system based largely on the twin principles of 
Zakdt and abolition of Riba is more just and more efficient than 
any other altemative. They have been quite aware of this 
challenge and their response has been vigorous. The idea of 
interest-free banking has already entered the stage of experiment- 
ation after a quarter century devoted to model building It is now 
receiving attention not only from trained economists but also from 
professional bankers and governments. It is advisable that the 
existing interest-free institutions provide relevant data and report 
their problems for analysis and careful consideration by econo- 
mists. More than in any other area in economies, practice leads 
theory in money and banking. 

Meanwhile the entire area of non-bank financial intermediaries, 
of near money, of transactions in foreign currencies and the vital 
subject of international monetary organisation awaits the attention 
of Islamic economists. Itis hoped expert attention will be focused 
on these areas in individual researches as well as in seminar 
discussions, 


Postscript: 
Review of Contributions during 1977 — 1981 


The two seminars on the Monetary and Fiscal Economics of 
Islam in 1978 and 1981, held at Makka and Islamabad respectively, 
have contributed to further progress in the subject under review 
Many of the points made earlier and noted above received further 
elaboration and clarity. Of great interest, however. are the new 
issues that received attention. These are noted below 
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Demand for Money 


Demand for money and its determinants have always engaged 
the attention of economists. Writers on an interest-free economy 
‘owed the subject a fresh look. This is the more necessary as they 
have successfully demonstrated that the mode of supply of money 
in an interest-free economy based on profit-sharing will be 
entirely different from what it is at present. Creation of money in 
an interest-free system will be investment oriented, not based on 
lending Seen in this perspective the transactions and precautionary 
demand for money remain intact, with perhaps some variation in 
their magnitude depending on the redistributive effects of Zakat, 
its impact on marginal propensity to consume, and the extent to 
which the social security arrangements in Islamic society lessen 
the need for precautionary holding of money. The factor requiring 
‘a closer scrutiny is the ‘speculative’ demand for money. 

Hardly anyone agrees with Metawally’s assertion’ that in an 
Islamic economy *No money would be demanded for speculative 
purposes since . .. no speculation is allowed in Islam.’ As Sultan 
Abou Ali pointed out’ all three motives for the demand for money 
will exist in an Islamic economy. There has been a general feeling, 
however, that the speculative motive for holding money will be 
much weaker in an Islamic economy as compared to the interest 
based economy. This viewpoint, already reported above, has been 
recently reaffirmed by Chapra’ who thinks that the demand for 
money will be ‘basically’ determined by transactions and pre 
cautionary motives which are largely a function of the level of 
income. 

A closer look at the demand for money has been attempted by 
Ma’bid Ali al-Jarhi in his comprehensive discussion on “A 
Monetary and Financial Structure for an Interest-Free Economy: 


'MLM. Metawally: “Fiscal Policy in Ilamic Economy’. Paper presented at the Follow-up 
Seminar on Monetary and Fiscal Eoonomics of Islam, Istamabad. 1981 
2/bid., Comments. 
'M.U. Chapra: “Monetary Poticy in an Islamic Economy” Paper presented at the 
Folhow-up Seminar on Monetary and Facal Economics of Islam, Islamabad 1981 
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Institutions, Mechanism and Policy’.' An average rate of profit on 
investment replaces the rate of interest as the opportunity cost of 
money, in the context of investment behaviour in an interest-free 
system. In Jarhi’s model the closest approximation to this rate will 
be the rate of return on Central Deposit Certificates of the shortest 
maturity. “The Central bank can open investment accounts in its 
member banks, in which it deposits whatever money it creates and 
from which it withdraws whatever money it requires. Member 
banks. .. will invest these deposits in the real sector in accordance 
with the investment policy of each... Such deposits will be termed 
Central Deposits or CD's . . . The Central bank can create an 
instrument which could be termed Central Deposit Certificate. 
CDC’s can be sold to the public and their proceeds be invested in 
CD's through the banking system. Obviously the CDC’s provide a 
lower degree of financial risk since each carries with it a title to a 
more diversified investment portfolio than any member bank can 
itself provide. The rate of return on CDC's will approach the 
average rate of profit on investment for the whole economy.”* 
Once Jarhi is able to replace the rate of interest with a clearly 
defined rate of return he can call the conventional analysis of 
demand for money to his service. “Whenever this rate of return 
rises people will find it preferable to economise in holding money for 
transactions and to divert some of it to investment Whenever this 
rate of return falls, it becomes less costly to hold cash, encouraging 
people to increase their current deposits or add to their holdings of 
loan deposits in the Central bank. Briefly, we can say that the 


' Paper presented at the Follow-up Seminar on Monetary and Fiscal Economics of Islam, 
held at Islamabad, January 6-11, 1981, We have before us the revised version of this paper 
submitted in February, 1980 for inclusion in the seminar volume under publication. But the 
author has made substantia! changes in this paper since then and an Arabie version dated 

1981 is being published by the International Centre for Research in Islamic Economics, 
King Abdulaziz University, Jeddah. We have quoted the English version where no changes 
were involved, reference being made to the Arabic version only when it does involve changes. 
isinteresting to note that section VI-C. of the English version entitled’ Speculative Demand 
for Money’ is completely rewritten for the Arabic version, appearing as chapter five section 
IV under the title ‘Demand for Money in the Interest-Free System’ 

FaleSarhi, op. cit, English version, section HTL. A, 4 
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demand for money is an inverse function of this rate of return.” 
Jarhi then proceeds, with a demand for money curve sloping 
downward from left to right, with the Y axis showing the rate of 
retum on CDC's, to study the equilibrium in the financial market. 
No fresh insights are offered as far as the demand for money is 
concerned. Attention is focused instead on how the supply of 
money can be managed in an interest-free system. The only point 
he makes about changes in the rate of return on CDC’s is that they 
would reflect real factors relating to production. Then he hastens 
to conclude that his “demand for money function relies on real 
factors which are stable in the long run. It is not an unstable 
function like the speculative demand for money function,”? 
Jarhi fails to discuss the relationship between changes in the 
price of CDC’s and other marketable investment instruments and 
the demand for money. Thus he leaves out the whole subject of 
expectations so crucial to any analysis of demand for money. He 
fails to distinguish explicitly between the expost rate of return and 
the expected rate of return on investments. He makes the demand 
for investment instruments a direct function of the rate of return, 
people buying more CDC's and other investment instruments as 
the rate of return rises, What happens to the price of CDC’s and 
other investment instruments in such a situation? Presumably they 
would rise with every rise in the rate of return, implying larger 
quantities being demanded at higher prices, and vice versa! People 
who want to use their money for making profits through buying 
and selling ‘investment instruments’ generally ‘speculate’ about 
the direction in which the prices of these instruments are expected 
to change. Once Jarhi introduces marketable instruments like 
CDC's in the system he is obliged to deal with this type of 
speculation at some length, which, unfortunately, he fails todo. A 
greater attention to the market for CDC's and other investment 
instruments and the extent to which ‘speculation’ may interact 
with “real factors’ in determining their prices, and hence their rate 


‘al Jarhi op. cit, Arabic version, chapter five, section IV 

7 bid I may also be noted that an earlier attempt in section 1V,C of the English version to 
relate demand for money to changes in the market price of CDC's and other investment 
{instruments is abandoned in the Arabic version. 
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of return, is called for before one can get a clear idea of 
determination of demand for money in an interest-free economy. 

Jarhi rightly started by stressing the point that abolition of 
interest would forge a direct link between demand for moncy and 
real investment via the average rate of profit on investment The 
higher the profit you expect the more investment you make, and 
the less money you hold. But this simple world is shattered to 
pieces by two facts to which closer attention has to be paid in order 
to salvage that world. One is the availability of marketable 
investment instruments which can be regarded as the next best 
alternatives to money. The other fact is that the price of these 
investment instruments will be subject to forces of demand and 
supply. Hence, one has to reckon with the self-justifying nature of 
speculation on future trend of prices and rates of return, despite the 
real factors to which Jarhi refers. We need greater details 
regarding the nature of his CDC’s and other marketable investment 
instruments, and the terms and conditions attached to them, in 
order to examine his contention that they would be immune to 
such speculation. 

‘What Jarhi does instead is to rely on diagramatic analysis to 
argue how the Monetary Authority should manage the supply of 
money to keep the rate of return on investments at the equilibrium 
level. Changes in the rate of return arise in his analysis in the 
investment sector, leading to changes in the demand for money. 
The Monetary Authority moves in to make compensatory changes 
in the supply of money which can eventually bring the rate of 
return back to its former level (figures 1-3 to 1-5 and 2-3 to 2-5 in 
the Arabic version). Alternatively, the propensity to consume 
may increase leading to a decline in saving. This too will raise the 
rate of return, increasing the demand for money. Compensatory 
changes in the supply of money may fail, however, to bring the rate 
of return to its former level, in this case (figures 1-6 and 2-6 in the 
Arabic version). 

The diagramatic analysis remains unconvincing in the absence 
of an analysis of expectations and prices of investment instruments, 
as noted above. Profit expectations in an investment-centred, 
rather than lending-centred, system calll for a much closer analysis 
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than Jarhi could afford. His model leans too heavily on the supply 
side for the obvious reason that it can be managed. The fact that we 
do not know how to manage the demand for money to hold makes 
an insight into the determinants of this demand still more 
important. The economics of an interest-free economy must await 
greater efforts in that direction. 


Discounting Future Values 


Another contribution of some significance has been the affirm- 
ation that there is nothing un-Islamic about discounting future 
values e.g. future yields of capital goods, to their present values, 
‘and that the expected rate of return on equity and not the rate of 
interest is the proper factor to discount with. This has been done 
recently by Anas Zarga.' It is not a positive time preference that 
necessitates discounting of future values but the fact that invest- 
ment often has a positive net marginal product. Hence, discounting 
is required in order to ensure efficiency. Furthermore, it is 
desirable to do this ‘to achieve the Islamic objective of avoiding 
israf’. Zara finds the alleged dependence of discounting on 
interest tobe rather illusory. Zarqa’s paper should put a stop to the 
tendency of some of our writers to turn to a ‘shadow’ rate of 
interest because of the need for discounting future values. 


Another issue that attracted great attention during the period 
under review is that of indexation. Price stability is an accepted 
goal of monetary policy in an Islamic economy, but inflation is 
rampant all over the world and it cannot be claimed with 
certainty that abolition of interest alone will eradicate this evil. 
Since loans do not carry interest in an Islamic economy, the lender 
will be deprived of whatever compensation interest could offer 
against the depreciation of the sum lent due to inflation. This led 


Muhammad Anas Zarqa:* An Islamic Perspective on the Economics of Discounting in 
Project Evaluation’. Revised paper for inclusion in the volume on Islamabad Seminar 
(anuary, 1981), 
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Rafiq al-Misri to observe that "indexation of loans solves a big 
economic, legal and financial problem and is also useful in the 
context of Islamic banking. It will encourage savings and deposits 
(loans) without interest. [t will only protect the real value of loans, 
which is a great advantage for the people of our time who often find 
the rate of inflation to be higher than the rate of interest. Lastly, 
indexation of loans realises the objective of stability in the value of 
money which has always been so dear to the Muslims as stated 
above’.' Al-Misri cites some juristic opinions to buttress his case, 
but he does not discuss the economic implications of indexation. 
Indexation has, however, been recommended oneconomic grounds 
by Naqvi.’ According to him, ‘a positive rate of interest performs, 
though imperfectly, the functions of safeguarding the real value of 
private saving’; when interest is abolished, “a system of linking 
private saving with an appropriate cost of living index may provide 
an answer — perhaps the only answer — to this problem’. But 
Naqvi conveniently forgets the fact that abolition of interest would 
not deprive savings of a positive return, only that the return would 
be uncertain. Chapra’ has rightly argued that indexation is no cure 
for inflation. It may even accelerate it. Besides that: ‘even though 
it is proposed with the innocent objective of doing justice to the 
Ribd-free lender, it has the potential of doing gross injustice to the 
borrower’. As Kahf observes, “the attempt to compensate one 
party for erosion in the value of money is unfair and unjust, and it 
will be redundant if everybody were to be compensated for the 
sake of justice’.’ According to him indexation would also violate 
the Islamic prohibition of ribd'l-fadl. Zubair also finds indexation 


* Rafiq al-Misei al-Jsidm wa'KNugi (Islam and Money) p.92, tnternational Centre for 
Research in Islamic Economics, King Abdulaziz University, Jeddah, 1981 

25.N.M. Nagi: Evhies and Economice: An Islamic Synthevis. The Islamic Foundation, 
Leicester, 1981, p.121 
a: “Money and Banking in a0 Islamic Economy’. Proceedings of the Makka 


‘ibid. The argument is repeated with added force in a later paper Monetary Policy in an 
Islamic Economy’ presented at the Islamabad Seminar ia 198) 

SMonzer Kahf in discussion on Chapra's paper. Proceedings of the Makka Seminar 
1978 
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to be against Islamic principles and without any basis in Shari‘a.' 
As a practicing banker, Abdul Jabbar regards indexation to be 
impractical.? 

As a matter of fact, any scheme of indexation can hardly cover 
all categories of people affected by inflation, Insofar as it does not,, 
it will be discriminatory. Assuming that it does, it will accelerate 
inflation, defeating its purpose. There is only one remedy to 
inflation and that is price stability. This objective may be realised 
only imperfectly, but it is not advisable to single out lenders for 
compensation as all contractual incomes are affected by inflation, 

‘The eagerness to protect depositors in ‘loan accounts’ of 
Islamic banks (i.e. depositors who are not interested in investing 
their savings but only in safe keeping) which makes al-Misri 
suggest indexation is quite understandable, Sultan Abou Ali has 
also joined him by suggesting that ‘the amount of loan could be 
related to a physical unit according to the lender's preference. The 
borrower will borrow on the same terms. The principal of this loan 
will be redeemed indexed, either more or less, to the unit chosen 
with no interest’.’ Notwithstanding the juristic objections of 
Zubair and Kahf noted above, the idea seems to be impractical in 
the context of Islamic banking This is evident when we consider 
the disposal of these deposits by interest-free banks. They are 
utilised partly in giving interest-free loans and partly in profitable 
investment by the bank itself. The interest-free loans are earmarked 
for priority consumer needs, very short term business needs and 
the government. In most cases these loans are for non-productive 
purposes. It is hard to find justification from the borrower's 
viewpoint for the compensation against inflation he would be 
called upon to make at the time of repayment. Regarding the part 
banks are allowed to invest on a profit-sharing basis, we run into 
difficulties if the rate of inflation is higher than the rate of profit 


‘Muhammad Umer Zubair in discussion on Chapra's paper. Proceedings of the Maka 
‘Seminar, 1978. 

2 Abdul Jabbar Khan: ‘Commercial Banking Operations in the Interest Free Framework 
Islamabad Seminar, 1981 

5Sultan Abou All as contributor to the discussion on Chapra’s paper’ Money and Banking 
in an Islamic Economy’, Proceedings of the Makka Seminar, 1978 
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accruing to the bank as its share of the profits of the enterprise to 
which the funds are supplied. In such a situation the banks may 
totally refuse to accept deposits into their loan accounts. Once 
banks are deprived of the possibility of making profits by utilising 
part of these deposits, they may legitimately demand ‘service 
charges’ from the depositors as well as from those who secure 
interest from loan. This would be doubly justified in view of the 
additional cost of calculating the inflation coefficient. This will 
open a door which has undesirable implications, as noted by 
Sultan Abou Ali himself in subsequent paragraph of the note 
quoted above 

There is a significant volume of voluntary private lending 
without interest in an Islamic society. Once the principle of 
indexation is introduced at the bank’s level this practice will be put 
under heavy strain, If a similar practice is allowed in private 
dealings, it will open the floodgates to interest. If it is not allowed, 
the prohibition will carry no moral weight and is likely to be 
violated on a large scale. To the extent that such a prohibition is 
enforced it may lead to a cessation of private lending so causing 
hardship. 

Lastly, indexation of loans gives a privilege to the lender which 
the one who decides to hold his money does not enjoy. In the 
inflationary world in which we are considering this proposition 
(which is never known to have been made in a deflationary 
situation) this amounts to a*gain without risk’ which runs counter 
to the basic Islamic principle in the realm of finance. 


Creation of Credit and Seigniorage 


In their search for effective cures for inflation some Islamic 
economists have tumed once again to creation of credit and the 
fractional reserve system — issues which have been under discus 
sion for quite some time, as reported above. Credit has, of course, 
to be created to meet the society's growing need for means of 
exchange but Kahf" and Jarhi’ insist that it must not be left to the 


Monzer Kah Islamic Economy, op. cit p73. 
Mabid All abJarhi: Islamabad paper, op eit 
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‘commercial banks as it enables them to reap unjustified profits. 
Creation of money by commercial banks is bound to be inflationary 
as these banks are motivated by profits and not public interest. 
‘The power to create credit should, therefore, belong to the Central 
Bank which is moved by public interest. 

Serious doubts have been expressed, however, regarding the 
efficiency of a system in which only the Central Bank is 
empowered to create credit. Arrif* notes that the advocates of this 
change have failed to argue that it will be a more efficient way of 
creating credit, and Sagr’ goes one step further to suggest that the 
proposed system will be more inflationary as the Central Bank will 
be under constant pressure to create credit for non-productive 
purposes. Chapra’ seeing no advantage in such a change focuses 
attention on the subsidy or ‘seigniorage’ (the difference between 
the return on or purchasing power of created money and the costs 
incurred in its creation) from society to the commercial banks, 
“The question is: who should benefit from this subsidy? In the 
existing system, the subsidy goes directly or indirectly to three 
groups: (a) the banking public, through the provision of a number 
of banking services free of charge; (b) “privileged” borrowers 
from banks through lower rate of interest, the loss to society being 
the difference between the opportunity cost of created money to 
society and the “prime” rate of interest and (c) the bank 
stockholder, through increased profits, The poor and the needy 
people of the society and the non-banking public get no direct 
benefit from deposit creation. It can be argued that in the social 
welfare oriented value system of Islam, the power to create money 
should be considered a social prerogative and, therefore, the net 
income should be used for general welfare and, particularly, for 
improving the lot of the poor people’ 

Chapra then proceeds to suggest ways and means through 


Mohammad Arrif in discussion on Chapea's paper ‘Money and Banking wn an fslamnic 
Economy’. Proceedings of the Seminar on Monetary and Fiscal Feooomics of Islam. Maka 
197% 
‘Mohammad Sayr in Proceedings of the Makha Seminar, discussion on Chapew's paper 
'M.U. Chapra’Money and Banking in an Islamic Beonomy” Proceedings of the Makka 
Seminar, 1978, Section 3-B. 
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which this can be arranged, One of these ways is to consider the 
total of derivative deposits as muddraba advances by the Central 
Bank (representing the society) to the commercial banks. Part of 
the net income arising from derivative deposits will thus pass on to 
the state to be used for social welfare. 

‘The basic idea propounded by Chapra is sound but it requires 
more detailed consideration than Islamic economists have been 
ale to give it so far. While the suggestion to siphon off part of the 
seigniorage is acceptable, every care has to be taken not to kill the 
goose that lays the golden eggs. Unfortunately, the discussion on 
scigniorage in economics literature is also of recent origin and 
does not offer many policy options. It does show, however, that 
the benefits flowing to the ‘banking public’ are much larger than 
would appear at first sight. It can also be argued that these benefits 
would tend to be distributed more widely in « profit-sharing 
system free of interest. The banking public, especially the 
entrepreneurs securing investible funds from the commercial 
banks have a very crucial role to play ina developing country. Any 
benefits which are directly transferred at their cost to the non- 
banking “needy people of the society’ must be carefully compared 
with the indirect harm such a transfer may doin terms of efficiency 
and growth. 


100% Reserves 


Jarhi’ has joined Kahf in proposing to do away with the 
fractional reserve system in favour of 100% reserves. The 
fractional reserve system is inherently unstable as it leads to 
changes in the total supply of money whenever people wish to 
convert their deposits into legal tender money and vice versa. This 
would not happen under the 100% reserve system. Secondly, the 
fractional reserve system is unjust as it gives the commercial bank 
the power to create money which should belong to the society as a 
whole. Lastly, Jarhi argues that cost of creating real balances (as 
distinguished from nominal money balances) is higher under a 


\Jathi, op. cit. Arabic version, chapter two, section, 2, 1 
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fractional reserve system as compared to what it would be under 
100% reserve system, as the Central Bank would, in the latter 
situation, be in full control of the situation. However, the majority 
of those participating in the debate remain unconvinced. Uzair' 
thinks that it will introduce unnecessary rigidities into the system, 
and Arrif? thinks that it will reduce banks to safe-deposit vaults, 


Profit-Sharing Ratio as an Instrument of Policy 


While the issues of indexation, credit creation and 100% 
reserves continue to be debated, more attention is being paid to the 
larger issue of monetary policy in an interest-free economy. 
Chapra, Jarhi and Uzair have broadened an approach initiated 
earlier, as reported above. The use of the ratios of profit-sharing as 
an instrument of monetary policy, suggested by Siddiqi’ and 
Uzair* has also received greater attention in this context. Ziauddin* 
finds it to be acceptable in principle but Saqr® thinks it would be 
un-Islamic for the Central Bank unilaterally to change a contract- 
ually determined ratio which should be altered only by mutual 
consent. But this objection holds only if changes are applied with 
retrospective effect. There should be no objection to the Central 
Bank subjecting fresh deposits and advances and renewal of old 
ones to a change in the ratio of profit-sharing. However, Sultan 
Abou Ali? prefers leaving the determination of these ratios to 
market forces, presumably on grounds of efficiency. Chapra’ also 


Moharamad Usair: ‘Central Ranking Operations in an tnterest-Free Ranking System 
Proceedings of the Makka Seminar, 197 
‘Mohammad Arrif in discussion on Chapra's paper. Proceedings of the Makka Seminar, 
1978 
IMLN, Siddiqh Banking Without Interest op ett Chapter six 
“Mohammad Uzaie “Central Wanking Operations in an Interest Free System. Proceedings 
of the Makka Seminar, 1978. Also included in the author's book Farerent Pree Hating, op. 
Ziaoddin Ahmad in discussion on Usait’s paper. Proceedings of the Mabks Seminar 
1978, 
Mohammad Sagr in discussion on Usair’s paper. Proceedings of the Makkn Seminar 
1978 
Sultan Abou Allin discussion on Urair paper, Proceedings of the Makka Seminar, 
1978 
*M.U. Chapa in discussion on Uxait's paper, Proceedings of the Makkn Seminar, 1978, 
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advises against interference in this regard as the Central Bank can 
control credit in other ways. Jarhi’ thinks it would be better to 
influence this ratio indirectly by affecting the supply of funds. 


Islamic Banking in Operation 


Whereas the discussion on monetary policy in an interest-free 
economy remains purely academic — no Central Bank has given 
up dealing with interest — suggestions to broaden the interests of 
interest-free banks have a relevance for more than half a dozen 
institutions already in operation. To these has been added the 
declared intention of the government of Pakistan to effect a 
gradual transition in its banking system towards one free from 
interest. A Pakistani banker, Abdul Jabbar Khan’ examines 
leasing, hire purchase, bai‘ salam and bai" mu‘ajjal in this context; 
and Mohsin’ has argued in favour of a unit investment plan under 
which "the depositor will be required either to deposit a lump sum 
orto make a regular contribution’: these deposits will be treated as 
part of the capital of the bank, but will be refundable at the option 
of the depositor after the expiry of the stipulated time. The pro 
rata profit will be paid to the depositor either in cash or credited to 
the ‘Unit Investment Plan’. Mohsin links this plan to a housing 
scheme. ‘The RFB (Riba Free Bank) may also construct houses 
as per specification of the members. The member will be refunding 
the principal amount in monthly instalments without any rate of 
interest. But he will be required throughout his membership under 
the scheme to pay a monthly sum into the Unit Investment Plan...” 
It is difficult, however, to make any sense out of this scheme 
unless further details are provided, It is not clear, for example, at 
what stage of one’s membership one can get a house. If it is 
possible to get a house long before one's subscriptions to the 
scheme are sufficient to meet the cost how does the bank manage 


' Mabid al Jarhi in discussion on Uzair’s paper. Proceedings of the Maka Seminar, 1978 
2 Abul Jabbar Khan “Commercial Banking Operations in The Interest Free Framework 


op. it 
'Mohammuad Mohsin: "A Profile of Ribs Free Banking’. Proceedings of the Makka 
Seminar, 1978 
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to advance the required capital “free of interest”? 

Most of the operations suggested by Abdul Jabbar are already 
being practiced by some Islamic banks. These forms have also 
been examined and approved by the Council of Islamic Ideology 
in Pakistan, whose report is taken up for consideration separately 
below. The difficulty with operations like bai’ mw‘ajjal and 
murabaha is, however, that instead of expediting the transition 
from interest-based banking to interest-free banking. they tend to 
retard it by legitimising the status quo. The Council of Islamic 
Ideology’. basing its observations on the report of the Panel of 
Economists and Bankers on the elimination of interest from the 
economy,” has done well to affirm that profit-sharing should 
emerge as the chief alternative to interest in the reformed system. 
But this purpose would be defeated by making recourse to 
bai” mu‘ajjal or murdbaha in situations where profit-sharing is 
also feasible. The essence of both operations is to enable a buyer 
to finance his purchase on deferred payment by accepting a mark- 
up on the market price of the commodity. The financier, in this 
case the Islamic bank, earns a predetermined profit without 
bearing any risk 

Itis good, however, that these issues have been brought into the 
open as a result of the deliberations of the Council of Islamic 
Ideology. Fahim Khan's report’ on the functioning of the existing 
interest-free institutions also serves the same purpose, It is hoped 
similar surveys of what is going on and deliberations on how to 
effect change in the entire banking system will provide the 
academics with more food for thought. 

Islamic banking has started attracting the attention of bankers 
and economists in the western world also, One interesting angle 
from which the subject is being examined is its potentiality for 
opening up new avenues of cooperation between the oil-rich 
Muslim countries and the western economies. Professor Horst 


** See paper 7 below 


'M. Fahim Khan: "A Report on the Istamic Banking ax Practiced Now in the World 
Follow-up Seminar on Monetary and Fiscal Econoenies of Istam, Istamabad. 1081 
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Albach' has pointed out that the West German economy is suffering 
from a continuous decline in the supply of equity capital relative to 
loan capital, with bad consequences for the economy. Islamic 
banking which replaces loan capital by risk capital as the chief 
form of supply could channel some of the surplus petro-dollars to 
western economies as risk capital, to the mutual advantage of 
both. 

Unfortunately, the Islamic economists have yet to examine 
their position in the context of the international financial situation 
to discover the potentialities of their approach and identify the 
questions in money and banking which they must answer. The 
contemporary financial system, in which both the creation of 
money and its supply to producers is based on lending. and lending 
involves interest, is collapsing under the strains of a new inter- 
national situation. This new situation in which the West has the 
technology, oil-rich countries have the capital and the Third World 
has vast possibilities of production and large potential markets, 
calls for a new approach based on participation rather than 
lending. Those who seize this opportunity to evolve a convincing 
and beneficial arrangement bringing the three parties together as 
partners in progress will have served humanity well, and interest 
can hardly find a place in their arrangement. 


' Horst Albach 
Bonn 1, Adenawerall 


sk. Capital, Business Investment and Eceacmic Cooperation’. $300 
4-42, 1981, mimeograph 
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CHAPTER 2 


Banking in an Islamic 
Framework 


Banking has done for man’s modern economy what the advent 
of money did for his primitive economy when barter was the rule. 
It has greatly facilitated exchange and helped capital formation 
and production on a vast scale unprecedented in human history. 
But the way it has done so has been largely responsible for some of 
the greatest evils of modern economy: inequities in the distribution 
of income and wealth, concentration of economic power, an 
endemic tendency towards inflation and fast accumulation of debt 
in several sectors of the economy with serious political. economic 
and social consequences. The system, therefore, calls for a close 
scrutiny in a study which advocates a basic reform in banking that 
would eliminate these ills and gear the system to the universally 
acclaimed ends of justice, equity and progress. 

The main role of banks is that of financial intermediaries 
between the ultimate savers — the households — and the ultimate 
investors — the firms. Savings accrue with millions of households 
while business enterprise is confined only to tens of thousands of 
firms. Every society needs some mechanism through which savings 
are channelled from savers to investors, on the basis of some 
understanding relating to repayment and returns, Inadequate 
knowledge and communication and diversity of tastes regarding 
liquidity, risk, and time involved, etc., make a direct deal between 
savers and ultimate investors inefficient and limited in scope. 
Banks stepped in offering the savers various types of deposits and 
withdrawal facilities, and guaranteed returns by way of interest 
Non-bank financial intermediaries also have a role in this respect 
which we shall leave aside for the moment. With so much public 
money in their vaults banks are in a position to offer advances to 
business enterprise for investment. Thus they play a decisive role 


in the allocation of financial resources available within the 
society. The fact that bank advances are based on fixed interest 
payment, and that liquidity is one of their major concems besides 
profit making, is crucial in this respect. The banks’ allocative 
policies are not guided by the society's needs for productive 
enterprises, nor by its priorities therein, as they perforce favour 
quick-maturing, high-yielding projects. 

Modern society's vast needs for a medium of exchange could 
not possibly have been met by metallic money alone. It would 
have been in any case a wasteful method of meeting these needs. 
Introduction of paper currency and later of cheque deposits and 
their acceptance as money by society is largely owed to the 
banking system. Bank credit. or money created by banks through 
entries in their ledgers, is a convenient way of augmenting the supply 
of money pari passu with the society's demand fort. Itdeveloped 
as a concomitant of the above-mentioned role of the banks and 
soon became their predominant function, almost overshadowing 
the first Itis interesting to note. however, that the terms on which 
the banks performed their first functions were to a very great 
extent responsible for creating vast demands for credit. Demand 
for very short-term credit has grown out of proportion with the 
structure of production process mainly because banks would not 
g0 in for long term financing nor participate in risk-taking 
Recourse to a series of short-term arrangements and reliance on 
other financial intermediaries became inevitable for firms, 

Banks perform a number of other functions such as keeping 
demand deposits, safe custody of valuables, agency functions in 
respect of payments and receipts etc. and money transfers over 
time and distance. These, however, do not concern us here as they 
are not relevant to the desired reform, We shall therefore turn to 
the main function and trace some of the consequences that follow 
from the fact that they are rooted in the institution of interest. 

All that is ethically and aesthetically good and beautiful in 
society is born of creative action rather than action impersonally 
determined by forces of nature. In trying to convince us that 
entrepreneurial behaviour was determined by impersonal forces 
leaving no room for creative action, economists of yore were 


deceived as well as deceiving. This deception was reinforced by 
the institution of interest. The society would gain by removing this 
constraint and widening the possibilities of ethically oriented 
voluntary action on the part of the entrepreneurs. 

The third and the most serious consequence of bank advances 
being based on interest relates to the enterprise which incurs 
losses. It is nevertheless constrained to repay the principal as well 
as the interest stipulated, making up the deficiency out of its own 
assets. This raises the question of justice. If the results of 
enterprise are uncertain due to the nature of the world, why should 
the supplier of capital be guaranteed a fixed positive return, 
leaving the burden of uncertainty. falling in the form of loss, 
entirely on the entrepreneur. The uncertain world in which capital 
and enterprise cooperate in production does not guarantee a 
positive value productivity to either of them. Having dealt with the 
related issues of productivity of capital, distinction between 
capital goods and money capital. and that between risk capital and 
loan capital elsewhere,’ we focus our attention on the central issue 
involved. The penalty imposed on the unsuccessful entrepreneur 
is entirely unwarranted in view of the uncertainties involved. The 
ability of the entrepreneur has presumably been tested earlier and 
scrutinised by the banker who agrees to make an advance. Accrual 
of losses is as much due to macro-economic factors beyond his 
control as, probably, to inefficient management. Failure of an 
enterprise to make a profit deprives the entrepreneur of any reward 
for his entrepreneurial services, and rightly so, because the 
enterprise failed to create additional wealth out of which he could 
be rewarded. To oblige him to make up the deficiency in capital 
caused by the loss and pay up the interest due, presumes an 
inherent property in capital not only to remain undiminished but 
also to grow with the mere passage of time, despite uncertainty 
This is a false presumption without any basis in logic or history, In 
perpetrating this injustice the banking system penalises entre- 
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preneurship in general and tends to exclude individual entre- 
preneurs from further activity by depriving them of assets built 
earlier, A constant stream of wealth must flow from the entre- 
preneurial class to the banks against no actual contributions made 
to social wealth. In a world where growth of wealth as a result of 
productive enterprise is uncertain due to changing tastes, weather 
and imponderables such as political developments and innovations 
etc., capital participating in enterprise is assured of constant 
growth and entrepreneurship, enabling this participation, is made 
to bear the entire burden of uncertainty as well as serve up 
certainty to capital. The system of interest-based advances must, 
therefore, be judged unjust, discriminatory and prejudicial to 
social interests, 

Replacement of interest by profit-sharing as the basis of banks’ 
advances to business, which is the basic reform advocated by us, 
takes care of the evil consequences of the system noted above. 
One further advantage is to ensure active involvement of the banks 
in the productive ventures financed by them, Banks” income being 
derived directly from the actual profits realised in the ventures 
they finance. their expertise will also be focused on efficient 
decision-making and proper management in these ventures. 


Consequences of Interest 


The ultimate investor faces an uncertain world in which the 
results of his enterprise cannot be foreseen with certainty. He is 
nevertheless obliged to commit himself to the bank for payment of 
a fixed percentage return over and above the principal. In doing so 
his only guide are his expectations regarding the profits of his 
enterprise. Should the expected rate of profit be lower than the 
market rate of interest or, to be more realistic, not sufficiently 
higher than it to leave some profits for himself, he is constrained to 
drop the project. These often include projects rated high in the 
social order of priorities but the individual is entirely helpless in 
this regard. The society is, therefore, obliged to adopt other 
methods to take care of such projects. Historically, it had to admit 
them into the public sector or finance them through special 
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agencies relying on public funds raised through borrowing or 
taxation, The institution of fixed interest charges on advances is, 
therefore, inimical to the growth of a free society and it introduces 
a tendency towards socialisation. 

Secondly, interest due on bank advances has to be treated as an 
item of cost raising the cost curves and influencing the firm's 
policy regarding pricing of its products and the wages offered to 
labour, assuming that the imperfectly competitive world affords 
some manoeuvrability to many firms in these respects. Higher 
cost curves imply higher equilibrium prices and smaller scales of 
production. Furthermore, the profit-sharing entrepreneur is free 
from the constraint of realising interest costs as his sole commit- 
ment to the supplier of capital is that of sharing the expost profit 
with him. Though still a profit-seeker, he can nevertheless take 
care of social objectives in his price policy and wages policy, 
should he so desire. He can serve other ends at the cost of some 
short term profits. No such freedom is available to an interest 
paying entrepreneur, 


Interest and Bank Credit 


We shall now trace the impact of interest on creation of credit 
by the banks. Banks’ ability to create credit is independent of the 
terms on which it is extended, depending as it does on the habits of 
the public which keeps only part of its income in cash and deposits 
and the rest with the banks, The institution of interest is neither a 
necessary nor a sufficient condition for the bank's ability to create 
credit! 

Interest is crucial, however, for the purposes for which credit is 
extended and for the extent of its supply and demand. In the 
absence of interest, and assuming that the supply of interest-free 
Joans cannot be a major role of the banks as profit seeking firms, 
bank advances would be made only for the purpose of productive 
enterprise. Credit would be created only to the extent there exist 
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genuine possibilities of creating additional social wealth through 
productive enterprise. The financial resources that banks provide 
by way of credit will have to be more than fully matched by real 
resources awaiting mobilisation by entrepreneurs. Credit created 
on the basis of profit-sharing would not be inflationary in the long 
run. Demand for profit-sharing advances will be limited by the 
extent of the available resources and banks’ ability to create 
credit will be called into action only to the extent of this demand, 
subject to the constraint imposed by profit expectations that 
satisfy the banks, Supply in this case would not be able to create its 
own demand as it does at present. 

Some further consideration of the nature of bank credit would 
enable a better appreciation of the rationale of the suggested 
reform. In the pre-capitalist days loans represented real savings. 
Command over social produce acquired by making some contri- 
bution to it was temporarily transferred to the borrower. With the 
advent of banking a loan became so much purchasing power 
created and passed on to the borrower. Payment of interest on 
loans involved a simple transfer of command over real resources 
from the debtor to the creditor, Payment of interest on money 
created ad hocfor lending greatly magnifies this effect, raising new 
questions regarding its justification. Assuming reserve ratio of 
10% and no leakages, saving deposits worth 100 enable the banks 
toadvance 1000 as loans, involving a transfer of 100 per year from 
the debtors to the bank, assuming the rate of interest to be 10% per 
annum. Previously 100 saved and lent would have involved a 
transfer of 10 per year only. While the repayment of loans 
extinguishes the money created by banks, the interest paid to them 
remains. The power of savings to acquire additional resources 
with the mere passage of time has increased manifold, thanks to 
the social convention that allows the banks to create credit. What 
part of the additional resources so acquired goes to the ultimate 
savers and what accrues to the banks is a different story. 

Consider the situation consequent upon a changeover from 
interest to profit-sharing Banks’ mudd@raba advances could still be 
a multiple of their saving deposits. but their returns accrue as a 
percentage of profits actually realised when these advances result 
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in creation of additional social wealth. These returns are then 
shared by the banks with the depositors according to an agreed 
percentage. Accrual of profits on deposits in this case devolves on 
exposure to risks involved in productive enterprise. The magnitude 
of these profits is determined by the conditions of market and the 
two ratios of profit-sharing which are subject to the forces of 
demand and supply. The power of real savings to acquire 
additional resources with the mere passage of time is completely 
destroyed. Instead they have the possibility of acquiring additional 
resources to the extent their utilisation in productive enterprise 
actually results in the creation of additional wealth. Creation of 
credit by the banks has, no doubt, broadened these possibilities, 
but their actual realisation depends on the extent of production 
possibilities available. The social convention that allows the 
creation of credit is harnessed into use to the extent that the 
production possibilities available in the society call for it, and its 
benefits are then passed to parties participating in the fulfilment of 
this social need at the risk of loss: of their real savings (depositors); 
or of the reward of services rendered as agents and intermediaries 
(banks); or of the reward for entrepreneurial services (firms). 
The present system prompts the banks to patronise speculators, 
other financial intermediaries and the government who are ideal 
short term borrowers. The ultimate investors figure in their 
portfolios only marginally and often indirectly. The unusually 
lengthy chain of intermediaries between the ultimate savers and 
the ultimate investors is largely a product of the ease with which 
credit instruments can be created and handled, thanks to interest. 
They bear very little relation to the structure of production. To 
justify this proliferation of financial intermediaries and credit instru: 
ments with reference to the variety of tastes regarding liquidity. risk. 
size of holding and time period involved presumes a sanctity for 
these tastes which is highly doubtful. To a very great extent they are 
the product of high-powered propaganda and psychological mani 
pulation. One is reminded of the sex industry justifying porno- 
graphy. and all that goes with it. by reference to the variety of 
human taste. As in sex and family so in finance and economy, the 
society must have some norms more stable than shifting tastes 
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exposed to manipulation by interested parties. With a change- 
over from interest to profit-sharing. creation of credit instruments 
will be sharply curtailed. 

Public debt has now assumed such proportions that its repay- 
ment is no longer considered a feasible proposition. Society must 
go on servicing these debts by raising more debts, in most cases. 
Alongside this, there has been a phenomenal growth in consumer 
credit in the more advanced economies. Abolition of interest will 
make the provision of consumer credit mostly a welfare service 
organised by the State. There would also be a limited possibility of 
using pension funds and the like for providing such credit. Thus, 
curtailed to reasonable dimensions, it will cease to threaten the 
peace of homes and composure of individual personalities as it 
does today by creating worries and tensions. The State may be able 
to raise some interest-free loans from the public, relying for the 
rest of its capital needs on profit-sharing with the public as well as 
the banks, Foreign capital would also flow in on the same basis. In 
all these cases repayment and servicing! (by way of paying the due 
share of expost profits) will be fully within the competence of the 
public authority, Cooperative societies may be encouraged to 
organise instalment purchase for the consumers. While there is 
every argument in favour of increasing the individual's efficiency 
and improving his standard of living through acquisition of 
consumer durables early in life, in lieu of payment out of future 
income, this has to be done in a manner that does not involve 
transfer of a sizeable proportion of his income to rentiers by way of 
interest on credit extended to him. 

Reduction in the volume of credit instruments and public debt, 
coupled with curtailment in the size of bank credit, will go a long 
way towards halting the tendency towards inflation which has 
become the bane of modem economy. It will also severely limit the 
scope of speculation. Arbitration over time and space, which 
provides the economic justification for speculation, will have to be 
rationally organised and guided in an Islamic framework which 
cannot admit most of the unhealthy forms of speculation prevalent 
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at present. This will have important implications for business 
cycles. It has been argued elsewhere that abolition of interest and 
speculation will tend to eliminate business cycles. Investments 
based on production possibilities directly assessed by businessmen 
and bankers are not likely to overreach themselves to an extent 
that makes a crash in share prices inevitable at a later stage. 

Lastly, a changeover from interest to profit-sharing will counter 
the tendency towards concentration of economic power in the 
hands of bankers and financiers. Much of this power depends on 
the permanent state of indebtedness in which important sectors of 
the economy find themselves. With the abolition of interest the 
state of indebtedness will be transformed into a position of 
participation over a large area of the economy. Indebtedness, free 
of the obligation to pay interest, insofar as it does survive, would 
not provide the lenders with any instrument for exercising this 
power. Different rates of interest and discriminatory terms at 
which credit could be extended will no longer be available to the 
bank. Economic power of the bankers and financiers will also 
decline as the financial sector shrinks in size and its share in 
national income goes down, as a necessary consequence of the 
changeover from interest to profit-sharing. 

Itis time to tum to the question of feasibility of banking without 
interest. 


Profit-Sharing Banks 


Banks can serve as financial intermediaries mobilising savings 
from the public on the basis of profit-sharing and making advances 
to firms on the same basis. Banking companies could be established 
with share capital, the shareholders sharing the profits as well as 
losses of the banking business. Entrepreneurs obtaining capital 
from banks would have to share their profits with the banks 
according to a mutually agreed percentage. The banks would 
share the profits so accruing to them with the depositors in the 
‘investment’ accounts according to a predetermined percentage. 
This would leave part of the profits with the banks which would, 
along with the net revenue from fees and commissions charged for 
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other banking services, and profits accruing on the investment of 
banks’ own capital, constitute the gross profits of banking. 

Liability to losses in the bank-entrepreneur relationship attaches 
to the bank. Banks could also go in for actual participation in the 
management of an enterprise, part of the capital coming from the 
bank and part of it coming from the entrepreneur. In that case both 
the parties would share the profits as well as losses in proportion to 
the capital supplied by each. Unlike this arrangement. called 
Shirka in Islamic Law, in the first-mentioned arrangement called 
mudaraba, liability to losses attaches to the supplier of capital 
alone, that is the bank, assuming that the entrepreneur does not 
invest any capital of his own, The banks are not likely, however, to 
incur losses on their advances taken as a whole. This could be 
ensured by diversification of investment and supervision of 
entrepreneurial management. By building loss-compensating 
reserves by retaining part of the profits realised on earlier 
advances, banks could absolve the deposits into ‘investment’ 
account of the risk of loss which in principle attaches to them. 
Banks will also be able to accept deposits in current accounts 
payable on demand. These depositors will not be entitled to any 
share in profits. They may or may not be subjected to any service 
charges. But the banks will be obliged to earmark part of their 
demand deposits for extending short term interest-free loans. 
Other banking services presently performed against fees charged 
will continue as they are. There is a strong case in favour of 
combining investment banking and development banking with 
commercial banking, so that the banks are involved in production 
and capital formation in a number of ways. 

The Central Bank would continue to perform its conventional 
functions even though it would lack the ‘Bank Rate’ as an 
instrument of policy. Advice, moral persuasion and regulatory 
directives, which are playing an increasingly prominent role, 
would be reinforced by the fact that the Central Bank would be 
working under the patronage of an Islamic state dedicated to the 
people, The reserve ratio will remain unaffected as an instrument 
of policy by the change from interest to profit-sharing. The 
proportion of their demand deposits which the banks would be 
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allowed to utilise in making profit-sharing advances, designated as 
“lending ratio’ could become a new instrument of policy for 
adjusting the supply of interest-free loans with their demand. A 
*re-finance ratio’. promising Central Bank credit to commercial 
banks, to the extent of a certain proportion of interest-free loans 
given by them, can become yet another instrument of policy for 
regulating the volume of credit and ensuring bank liquidity. Bonds 
and securities will be replaced by shares in public enterprises 
which could provide the Central Bank with a means for open 
market operations. 

‘Savings will continue to flow into the investment accounts as 
the depositors will be assured of a positive return whose rate would 
fluctuate within reasonable limits, thanks to the pooling of large 
volumes of savings and diversification of investment by the banks. 
Jiven the propensity to save and the ex ante rate of profit in 
productive enterprise, the volume of investment deposits will be a 
function of the two ratios of profit-sharing’ — between the banks 
and firms and between banks and depositors. The supply of profit- 
sharing advances will be a function of the volume of total deposits, 
given the reserve ratio and the lending ratio. Demand for banks’ 
profit-sharing advances will be determined by the expected rate of 
profits, the ratio of profit-sharing between bank and firm, and the 
rate of profits regarded as the minimum satisfactory rate by the 
firms. 


Short-Term Credit 


Supply of short-term loans to business and the related problem 
of bills of exchange deserve special attention in an interest-free 
system. It is hardly possible to assess the profitability of very 
short-term credit intended to meet the liquidity needs of business, 
hence profit-sharing cannot be the basis of such advances. They 
have to be provided as loans with guaranteed repayment but free of 
interest. Service charges can, however, be recovered from the 
borrowers. Banks can use part of their demand deposits for 
providing such credit as they are not obliged to pay any profits to 
these depositors. Some writers have argued in favour of charging 
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some ‘profits’ on advances made for a month or more, calculated 
on the basis of the firm's annual rate of profit. In case of bills of 
exchange involving a period of about three months it could well be 
possible to calculate the specific rate of profit relevant to the 
capital advanced. 

More crucial, however, is the allocation of short-term interest~ 
free loans, How can the demand be adjusted to the limited supply 
available? 

Much of the demand for call money and very short-term credit 
arises from within the financial sector itself and is likely to be 
eliminated as that sector shrinks in consequence of the abolition of 
interest. In the production sector, the total demand for short-term 
credit depends on the volume of long-term investment and the 
extent of trade credit (credit extended by one firm to another) 
prevalent. Credit needs for the week or the month can be estimated 
at the macro-level. This could be done by the Central Bank which 
would then ensure a supply commensurate with the demand by 
manipulating the *re-finance ratio’ and the ‘lending ratio’. The task 
of allocating these loanable funds at the micro-level would then be 
performed by individual banks on the following criteria: 


1. Specific credit needs of a firm. 
2. Socis 


| priority attaching to the enterprise. 
3. Nature of the security offered against loan 


4, Whether the credit-seeker has also obtained long-term 
advances from the bank for the same period 


Annual, monthly or weekly average of the applicants’ 
balance in current accounts with the bank 


It is within the competence of the Central Bank to exercise 
direct and indirect influence on banks’ decisions on the second 
ground. Discriminatory use of the *re-finance ratio’ is a case in 
point.' Banks are expected to prefer good securities over the not so 
good and patronise client firms over enterprises in which they have 
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no stakes. A credit seeker’s average balance in the current account 
may provide a basis for overdraft facilities — one form in which 
short term credit is granted. 

As regards interest-free loans to consumers, they have, in 
general, to be arranged through agencies other than banks which 
are profit seeking firms. In an Islamic society consumer loans 
could be provided out of a Zakat-based fund specially set up for 
this purpose. Some writers have suggested that banks may be 
entrusted with the operation of such funds. Besides that, banks 
could offer some overdraft facilities to their depositors, as an 
incentive. 

In all cases of interest-free loans, repayment has to be 
guaranteed, ultimately by the State. In genuine cases of inability to 
pay, repayment could be made out of Zakdr funds too. A 
comprehensive insurance scheme could also take care of them, 

Lastly, notice must be taken of the view that replacement of 
fixed interest charges by a percentage share in profits actually 
realised by the enterprise makes the return on bank advances 
devolve on honest book-keeping by the entrepreneur. Similarly, 
depositors in investment accounts will get their due share of profits 
only if the bank reports its own profits correctly. It is, therefore, 
asserted that the whole system hinges on the moral standards of 
the parties concerned. 

There is no denying the need for raising the moral standards of 
the people in view of complementarity between morality and 
Islamic institutions. It is hoped that such an improvement will 
accompany an Islamic transformation of society. No less crucial. 
however, are the economic forces working against cheating and 
fraudulent account-keeping, Banks as profit-seekers would be 
guided by the past records of the firms with respect to the profits 
they made and paid to the banks on earlier advances. Those with a 
ord of giving a higher percentage return on bank advances will 
have a better chance of obtaining fresh advances, Those who gave 
a poor return or declared losses would stand little chance of getting 
fresh advances. It is largely irrelevant for the banks whether the 
cause was fraudulent book-keeping or bad management. A poor 
record with respect to profits would deprive a firm of bank 
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advances in future, threatening its continuation in business, In 
their own long-term interests, firms would try to maintain a good 
record of profit making and desist from practices which reflect ill 
on their efficiency as profit-makers. The same applies to profits on 
deposits. Competition amongst banks will ensure that a tendency 
to understate banks’ profits with a view to distributing smaller 
profits on deposits is curbed. Should the banks in general indulge 
in such practices, the volume of bank deposits will go down forcing 
them to change their practice with # view to attracting more 
deposits 

Yet another dimension of this problem is the competence of 
modern techniques of critical audit and management audit to 
prevent cheating and fraud, It is also possible for the bank in most 
cases to stipulate that all financial transactions of a client firm be 
routed through it 

A changeover from interest to profit-sharing in banking will be 
greatly facilitated if itis accompanied by other changes involved in 
an Islamic transformation of society. A total ban on interest will 
l¢ the suggested reform if it 
is confined to the banking sector. A ban on all unhealthy forms of 
speculation and forward transactions will eliminate many inter. 
mediaries and reduce the financial sector to reasonable dimensions. 


plug the loopholes which could frust 


Imposition of Zakdt on all cash balances will discourage liquidity 
ge investment. A comprehensive social 
security scheme in the broader framework of a welfare state will 


preference and encour. 


reduce the demand for consumer credit and counter the tendency 
towards concentration of wealth and economic power. Lastly a 
change of attitude from self-centred individualism to the coopera 
tive and humane attitude of “live and help others live’ will change 
the nature and quality of economic relations in human society 


Prospects 


The idea of profit-sharing banks has alre: 


dy caught on and a 
number of reformed banking institutions have recently appeared 
The Dubai Islami Bank is making good progress mainly through 
direct participation in trade and industry. The two Islamic banks 
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operating in Cairo and Khartoum are too recent to show any 
progress. The first year of the Islamic Development Bank at 
Jeddah has provided some practical examples of how expected 
profits can guide investment on a large scale. The idea of equity 
banks is attracting attention in banking circles of the West. Insofar 
as modern financial organisations have failed to better the world, 
hindered by their complexities, their concentration of economic 
power and stagnation, the case for reform becomes stronger and 
the one suggested by us increasingly merits serious consideration. 
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CHAPTER 3 


Rationale of 
Islamic Banking 


Banks function as financial intermediaries between savers and 
the ultimate users, the households and firms. Besides this. they 
offer a number of other services such as safe deposits, cheque 
cilities. easy transfers, overdrafts. guarantees and agency func 
tions in respect of purchase and sale. payment and receipt. 
management and promotion etc, These facilities attract. besides 
savings, much of current income into bank deposits as the income 
receivers do not spend all income immediately upon receipt. They 
need and withdraw only a fraction of it at any time enabling banks 
to advance the rest, along with time deposits. of which a smaller 
fraction needs to be kept in reserve. to other people desirous of 
using money capital for various periods of time. As borrowers use 
this money new incomes are generated and bank deposits increase, 


nd the same process starts again. This means*creation of money" 
ind increase in money supply, An increase in the supply of money 
may affect the value of money and influence the level of economic 
activity in the society. As entrepreneurs obtain money capit 
from banks. banks are in a position to influence the allocation of 
resources in the society. Thus the most vital interests of society 
related to the level of economic activity. allocation of resources 
and the value of money are liable to be handled by banks for the 
g00d of the society or to its detriment. Everything largely depends 
on the way they perform their main function, that of being financial 


intermediaries and keepers of people's incomes in demand 
deposits 
the former 


latter service being conveniently associated with 


Historically, banks have performed this function on the basis of 
fixed interest payment’. Interest forms the basis of the bank's 
dealings with the savers as well as with the entrepreneurs to whom 
it advances money capital, mobilised from depositors as well as 
created ad hoc. The purpose of this brief study is (a) to 
demonstrate that this basis works to the detriment of social 
interests affecting as it does, the level of economic activity, 
allocation of resources and value of money in undesirable ways, as 
well as causing other evils; (b) to argue that an alternative to the 
institution of interest in the form of profit-sharing is available and 
feasible; and lastly (c) to analyse how the banks" functioning, on 
the basis of profit-sharing instead of fixed interest payment, will 
result in desirable effects on the level of economic activity, 
allocation of resources and value of money. The changeover to a 
profit-sharing banking system will not only save the society from 
the evil consequences of interest-based banking. it will serve the 
good of society by securing justice, effecting a better distribution 
of income, and contributing towards greater stability and peace. 

We do not propose, however, to discuss in detail how the profit 
sharing system will work. We have the limited purpose of 
presenting the rationale of Islamic banking which is based on 
profit-sharing instead of interest. We want to answer the question 
‘why’ Islamic banking, rather than the question “how Islamic 
banking’ 


Temay be noted that application of moving interest rates to some loans and use of Noating 
tiles in case of some deposits does not alter the nature ofthe comiract which sill guarantees an 
axsured eeturn on money capital per period of time. It continues to assign losses and profits to 
the entrepreneurs only, which is inequitable. These adjustments in the rate of interest are tied 
{0 the average trend in the market and not to the actual profits realised in the enterprise 
concerned. as required by equity, In fact the market average and the realised return ia 
particular enterprixe may sometime move in opposite directions ja which case a variable rate 
of interest becomes more equitable than a Fixes one. It will be appreciated. therefore, thatthe 
above-mentioned practices do not allect our case against interest. based a8 it is on 
‘considerations of equity and efficiency. as elaborated in what follows 

2A number of good works are available on the subject, including the recent paper by M.U. 
‘Chara ‘Money and Banking io an Islamic Framework” incladed in the forthcoming volume 
‘oft the Proceedings of the Seminar on Monetary and Fiscal Economics of Islam beld at 
Makka in 1978. Also Mabid Ali al-Jarhi "A Monetary and Fiscal Structure For an Interest 
Free Economy: Institutions. Mechaniam and Policy Paper presented at the Follow-up 
Seminar on Monetary and Fiscal Economics of Istam, Islamabad. 1981 and MLN. Siddige 
Banking Without Interest, Istarwic Publications. Lahore. 1973 


68 


The Critique 


The most pernicious consequence of basing banks’ intermediary 
function on interest is the creation of a debt-ridden economy 
wherein the entire entrepreneur class, the government and the bulk 
of consumers, find themselves heavily in debt to the financiers, 
This has important economic, social, psychological and political 
consequences which we will trace below. It will then be possible to 
realise how the replacement of interest by profit-sharing eliminates 
this state of indebtedness in most cases. transforming the debtor- 
creditor relationship into a kind of partnership with its salutary 
economic, social, psychological and political effects. 

The economic implications of the debtor-creditor relationship 
have two distinct dimensions relating to efficiency and justice 
respectively. We shall concentrate on the efficiency aspect first 
and discuss the justice aspect second. 


The Investment Sector 
Inefficiency of Debt Finance 


Let us first consider the creditor-debtor relationship from the 
perspective of the creditor. He is naturally most concerned about 
the safe return of the principal lent along with the interest 
stipulated. The best way to ensure this is to advance money only to 
creditworthy borrowers who have enough assets to fulfil their 
commitments. The creditor's interests are best served when the 
borrower has the ability to meet his obligations irrespective of the 
fate of the actual project in which the loan is to be invested. This is 
not to imply that the financier does not examine the project or 
satisfy himself about its soundness. He certainly does so, but it 
takes second place in his consideration. Even if the project seems 
to be sound he will hesitate to make a loan if the borrower does not 
have sufficient assets independent of the projected enterprise. On 
the other hand he may ignore the dubious prospects of the 
projected enterprise if the borrower is in a position to offer him a 
sound collateral and is fully creditworthy, Debt finance generally 
goes to the most creditworthy parties not to those with the most 
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promising projects, Since the financiers get only the market rate of 
interest as stipulated in their contract with the borrower. the 
prospects of the entrepreneur making a higher than average rate of 
profit are not of immediate relevance to them. What matters more 
for them is safety, which may at best require a reasonable 
expectation of making enough profits to pay the contractually 
fixed interest, Prospects of higher profits. the economic criterion’ 
which should channel investible funds to a project in preference to 
others expected to yield a lower rate of profit. fail to exercise a 
decisive influence on the financiers as their own returns do not 
improve due to such prospects. 

In order to appreciate the economic implications of the above 
more clearly, let us imagine the existence, at a particular time, of a 
large number of entrepreneurial projects all of which carry an 
expected rate of profit higher than the market rate of interest, both 
in the assessment of the entrepreneur as well as the financier. 
Assume for the sake of simplicity that the degree of uncertainty 
associated with each expectation is the same, These projects can 
then be arranged according to the expected rate of profit they 
promise, in a descending order. Secondly the same projects can be 
arranged in a descending order according to the creditworthiness 
of the entrepreneurs presenting them. It is plain to see that a 
project may not occupy the same position in the two orderings, 
society's interests are best served when projects are financed 
according to the first ordering. the one based on profitability. But 
the flow of finance on the basis of contractually fixed interest 
payments largely follows the second ordering based on the 
creditworthiness of the borrowers, This involves a departure from 
optimum allocation of resources. In an interest-based system 
expected profitability ceases to be effective in ensuring an efficient 
allocation of investible funds because of the terms on which these 


We make this assumption, other things being equal, for the purpose of this study. There 
may be social prionties and other criteria e.g. creation of jobs. production of essential goods. 
ete. which door should guide the financier and/or the entrepreneur. This study does nes take 
them into consideration in comparing the efficiency of the profit-sharing system with the ane 
based on interest 
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funds are supplied — loans carrying interest.’ 

Let us now consider the creditor-debtor relationship from the 
perspective of the debtor. The user of investible funds is naturally 
keen to employ them as profitably as he can. This may sometimes 
require innovation and experimentation with new methods of 
production. But the contractual obligation to repay the principal 
and pay interest irrespective of the results of enterprise acts as a 
severe constraint. This is especially true of small-scale enterprises 
and small farmers who do not have any reserves of their own to fall 
back upon in case the adoption of new practices does not yield 
good dividends. Investible funds may. therefore, fail to flow into 
avenues which carry a higher expected rate of profit but involve a 
large degree of uncertainty as the enterprise is under obligation to 
repay the capital with a return that is contractually fixed. The 
refusal of the supplier of capital to share the uncertainties involved 
deprives the society of possible gains in the productivity of capital 
through innovation and adoption of new techniques. 

Again we arrive at the same conclusion as above: in an interest- 
based system of financing productive enterprise, expected profit- 
ability ceases to be effective in ensuring an efficient allocation of 
investible funds because of the terms on which these funds are 
supplied. 


Injustice of Debt Finance 


We have argued that financing enterprise through interest- 
bearing debts fails to channel investible funds in the most 
productive directions. We shall now proceed to argue that this 
method of financing is unjust and results in maldistribution of 
income and wealth in society. 

The money capital that the entrepreneur obtains from the 
financier is used for buying such goods and services as are 
necessary to carry on the productive enterprise. He buys raw 
materials and machinery, hires wage labour and salaried staff and 


ls therefore difficult 19 accept the claim that “the market rate of interest traditionally 
hhas two functions: I rations out. ino uses with highest net productivity. society's existing 
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rents buildings and land, all involving contractually fixed costs. 
His revenue comes after the process of production is completed 
and the product is marketed. The price at which the product sells 
is, however, uncertain. It is not known to him at the beginning of 
the process. His venture is based on estimates that the selling price 
would be such as to meet all costs of production and leave a 
surplus (profits). But this estimate may or may not prove accurate. 
The contractual commitment to repay the loan with interest is not 
in harmony with this reality. There is no justification for obliging 
the entrepreneur to pay interest if there is no positive return on the 
money capital invested. To claim the contrary, as prevalent in the 
interest-based system, requires that money capital be regarded as 
essentially productive of value; but this is not so, Value is a market 
phenomenon and not an intrinsic property of money capital. 
Given the uncertainty of the prices of the products the total value 
resulting from the employment of money capital in production 
may be more than, equal to, or less than its own value. This is true 
irrespective of who employs the money capital, its owner or 
someone else to whom it is advanced. It is also true irrespective of 
the terms at which the advance is made, ata fixed rate of interest or 
‘on any other basis. 

The only reasonable assumption regarding the entrepreneur is 
that he tries his best to make profits since his own rewards always 
rest on his making a profit. The possibility of loss in business 
enterprise arises not only from the quality of entrepreneurship but 
from the nature of the world in which the enterprise is carried. 
Insofar as an enterprise can be characterised as bad, it can be done 
so only post facto, on the evidence of the actual losses incurred. It 
is unfair to ignore this reality when money capital is advanced with 
the specific purpose of employment in productive enterprise with a 
view to earning profits. There is no justification for prescribing a 
certain return when in the nature of things it is uncertain. Money 
capital seeking a positive return through enterprise ought to and 
must bear this uncertainty 

When the enterprise incurs a loss the entrepreneur is made to 
bear the loss and pay the interest out of his own assets. This may 
result in his permanent or temporary disability insofar as future 
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entrepreneurial activities are concerned, From the individual as 
well as the social viewpoint this is very unfortunate, As noted 
above, the incidence of loss does not necessarily imply bad 
entrepreneurship. It is the nature of the world around us that some 
enterprises sometimes fail. It is sufficient to caution the entre- 
preneurs that in the eventuality of failure they go unrewarded for 
their entrepreneurial services, earning no profits. This would make 
them more vigilant in future, But to disable them by depriving 
them of part of the assets accumulated in the past is hardly 
justified. It encourages the wealth owners to act as lenders and 
rentiers rather than expose their wealth to entrepreneurial risks, 
either directly by investing them in owner-enterprises or indirectly 
by offering them as collateral against loans obtained for enterprise. 
‘A system in which debt financing of productive enterprise is the 
dominant form puts a premium on passive waiting and puts 
active enterprise at a disadvantage. Wealth owners who choose to 
lend and wait steadily grow richer over time whereas wealth 
‘owners who choose to expose their wealth and abilities to the risks 
of productive enterprise have no such guarantee. 

At the macro-level, the present arrangement causes a flow of 
wealth from the loss-incurring entrepreneurs, for there are always 
some who incur a loss, to their creditors. Wealth is mede to always 
bring more wealth whereas enterprise must endure the rough 
weather by making losses good from profits previously earned. 
This additional wealth flowing to the creditors from loss-incurring 
enterprises does not come out of additional wealth created by the 
employment of the money capital they advanced, as losses imply 
that the relevant productive process failed to create additional 
wealth. This redistribution of existing wealth in favour of owners 
of money capital is inequitable, Given this built-in inequity, the 
distribution of income and wealth becomes more and more 
inequitable as time passes. This inevitably weakens the entre- 
preneur class and strengthens the rentier class. 

Sometimes the productive employment of capital borrowed 
from banks may result in very large profits accruing to business- 
men, of which only a meagre share comes to the banks in the form 
of interest. A change in the terms on which capital is supplied so 
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that the return to capital is proportionate to the profits actually 
realised would promote justice. It would also contribute towards 
greater allocative efficiency by making the banks look for and 
finance projects carrying higher expected profits. The demands of 
justice would be fully met, however, when a similar change is 
effected in the terms on which banks obtain deposits from the 
public, the returns on deposits being made proportionate to the 
profits actually realised by the banks. Higher banking profits will, 
in that case, be immediately reflected in higher dividends being 
paid to depositors. This may not be true of the rate of interest paid 
on deposits which the competitive process would raise only if the 
rise in banking profits is universal and is sustained over a period of 
ume, 

The injustice of the interest-based system to the savers and 
creditors becomes much more pronounced in an inflationary 
situation when the rise in the rate of interest may lag far behind the 
rise in prices and profits. Depositors may actually get a negative 
return if the rate of interest is lower than the percentage rise in 
prices. The lending rates of the banks also fail to keep pace with 
rising prices, leaving businessmen to collect the swelling profits. A 
changeover from interest to proportionate sharing of profits will be 
free of this inequity 


Consumer Debt 


Loans appear in the consumption sector for two different 
reasons. There is the case of the needy consumer who cannot pay 
his grocery bill or hospital bill. Secondly. there is the case of the 
consumer who would like to own a car or a house for which he 
cannot make full payment now. though he hopes to be able to do so 
over a period of time. 

Let us first consider the case of the needy consumer. There is no 
similarity between this case and that of the entrepreneur seeking 
investible funds. There does not exist any possibility of a positive 
money return on any sum of money advanced to this consumer. 
No net productivity is involved. Human society has long recognised 
this to be a case of social responsibility and the modem welfare 
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state has adopted the same approach. The real issue is how best to 
provide relief without encouraging voluntary unemployment, 
inefficiency or any other kind of abuse. Interest-bearing loans do 
not qualify for this purpose as they are more likely to aggravate the 
situation, creating more needs in the future and increasing social 
liability. 

It can easily be seen, however, that once a price is set on 
loanable funds in the production sector, it is bound to carry a price 
in the consumption sector too, regardless of the fact that the 
alleged rationale of net productivity of capital in the production 
sector does not obtain in the consumption sector. As it is, it 
provides an ideal ground for the traditional moneylender and the 
blood sucker. It is a source of much suffering for the poor of the 
society. It is also a source of much litigation, generally leading to 
transfer of the meagre assets of the debtors to the wealthy 
creditors. 

The second case, that of the consumer desirous of debt 
financing for the purchase of consumer durables, can be regarded 
as an investment which may eventually lead to greater efficiency 
and increase the income-earning capacity of the consumer, But 
this does not apply to all cases of hire purchase or instalment credit 
presently in vogue. They cover many luxury items and gadgets 
which might give satisfaction but can hardly increase the capacity 
to eam, 

Insofar as some consumer durables are to be regarded as 
investment leading to increase in income-earning capacity of the 
consumer. the idea of a return on this investment may. in principle, 
be admitted. But the returns remain uncertain and unmeasurable, 
toa far greater extent than in the case of investment in production, 
There is no tangible marketable product’ involved, The eventual 
increase in income may or may not come about, and when it 
actually does. a number of imponderables are involved making 
any imputation of value to the consumer durable very difficult. 
Uncertainty of value returns on investment in consumer durables 
knocks out the case for a fixed rate of interest on the loan 
concerned. 

Recently there has been a phenomenal increase in the volume 
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of consumer credit in some of the most advanced countries. Fifty 
percent of families in the U.S.A. are involved’ and the consumer 
debt payments amounted to nearly one fourth of their disposable 
income in 1979.* 

For understandable reasons, the cost of servicing instalment 
sales are notoriously high, necessitating a very high rate of interest 
on instalment credit. The price the consumer actually pays for 
these articles is much higher than its market price. It is not 
surprising, therefore, that recourse to consumer credit may 
eventually result in a lower standard of living. ' 

Easy availability coupled with high-pressure advertising and 
aggressive sales promotion lead many families into indebtedness 
to an extent hardly justified by their present assets or future 
income prospects, It is one thing to plan the purchase of a car, save 
for that purpose and then buy it. It is an entirely different story 
when it is available for the asking and a few signatures are all that 
is required.‘ 

Easy availability of consumer credit leads to an initial increase 
in demand which can be sustained only by further exponential 
growth in credit. There is a constant effort to involve more and 
more people by reducing payment and liberalising other terms, It 
is, however, obvious that the process cannot go on for long. 
Presently it is being sustained, even expanded, by inflation. 
Expectation of price rise induces the consumers to go in for more 
credit purchases. But this in turn accentuates the inflationary trend 
in prices further aggravating the situation and worsening the crisis 
when it comes. 

‘The institution of easy consumer credit is responsible for many 
ills for those directly involved, besides its baneful effects at the 
macro-economic level, It puts the debtor families under great 
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psychological strain. It leads to break-up of homes, ill health and 
even loss of jobs. Eventually the debtor may end up in complete 
Tuin, economically as well as otherwise.’ 

Social intervention to prevent these evils can hardly succeed 
without striking at the root of this institution. We have already 
noted that no rationale exists for fixed interest charges on 
consumer credit. If it is desirable to facilitate the acquisition of 
consumer durables the society has to find some alternative ways of 
doing so. The evils of the present system cannot be eliminated 
through ‘reforms’ which leave the root cause of the evil untouched. 


Public Debt 


A modem government's need for debt finance mainly arises for 
three different reasons. It needs short-term finance to bridge the 
time gap between expenditures made and revenues collected or 
received. This need is presently met by sale of treasury bills. 
Secondly, it needs medium and long-term finance for industries in 
the public sector as well as public utilities like electrification, 
transport etc. Lastly, it needs huge financial resources to meet 
natural calamities or to mobilise defence expenditure during a war. 

No net productivity or actual returns are involved in the first 
case out of which a share could be ascribed to the money capital 
borrowed. 

Since a price is already set on the loanable funds in the 
investment market, the government has to pay interest for these 
short-term loans usually obtained by selling treasury bills of short 
maturity, The interest paid eventually comes out of the tax 
revenue. Since the lenders are monied people and it is they who 
pay most of the taxes in a welfare state, it amounts to taxing the 
same class of people to pay them interest. The cost of administering 
the tax to the extent that it is related to interest payment must. 
therefore, be regarded as a social waste as well as an extra burden 
on this class necessitated by this irrational arrangement 
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Financing public sector industries and utilities through interest- 
bearing loans suffers from the same irrationality which attends 
investment in the private sector. The value producti of 
investment in the public sector is as uncertain as itis in the private 
sector, hence guaranteeing a positive return to the supplier of 
money capital is unfair. It amounts to transferring the entire 
burden of possible losses to the society as a whole, while assuring 
the suppliers of money capital of a guaranteed increment to their 
wealth. 

Most of the huge public debts that the modern states are 
carrying originated during wars that were financed by raising 
interest-bearing loans. Most of these debts are carried in perpetuity, 
old bonds being replaced by new ones as they mature. and interest 
being paid out of tax revenue. Once again they are necessitated by 
the fact that a price is already set on loans in the investment 
market. The nature of the need itself, and the actual use of the 
resources mobilised defy any increment of value or profits. As in 
the first case above, the same people are taxed in order to pay them 
interest on the bonds they own. The taxes have in fact to be more 
than interest due so that the cost of administering the tax can also 
be met. 

As the volume of outstanding debts is very large. their final 
repayment is never seriously considered. Historically. the only 
means of lightening this burden has been provided by inflation. 
This has, however, created a vested interest in inflation. dis- 
suading heavily indebted governments from pursuing effective 
stabilisation policies. 

The notion of the state as a welfare institution, representing the 
people and working to ensure their good through their cooperative 
efforts, is contradicted by the practice of paying interest on funds 
obtained for meeting such contingencies as war. famine or flood. It 
is an anachronism inherited from /aissez faire capitalism and the 
era of extreme individualism. To seek a remedy through inflation 
is to ignore its devastating social and economic effects on society, 


International Debt 
International debt has registered a phenomenal increase in the 
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past three decades. Most of these debts have accumulated during 
the process of “development through which all but score of 
countries in the world are passing. Debt finance whether govern- 
ment or private or coming through international "aid’ agencies, is 
supposed to help increase production in the debtor countries 
which should eventually be in a position to pay them back, with 
interest. The practice is justified on the basis of the alleged net 
productivity of capital. In the nature of things. however. uncertainty 
of the value-productivity of capital is most pronounced in this 
sector for a host of new reasons, 

Not all the debts obtained by poor countries go to finance 
development. Part of it may go to finance needed consumption. In 
some cases it may go to finance defence mobilisation or an 
armament race with a neighbour. Part of aid may go to finance cost 
of government. in most cases serving the purpose of keeping an 
unpopular régime in power so that it can serve the interests of the 
creditors. These non-productive uses could not possibly provide 
for repayment of the principal much less for creation of additional 
value to justify payment of interest 

Insofar as external loans were utilised for productive purposes 
they were usually attended by circumstances which greatly 
reduced their efficiency in serving the real long-term interests of 
the debtor countries. Creditors imposed strategies designed to 
serve their own interests rather than those of the aid recipients. 
Strings were usually attached to aid. restricting the freedom of the 
recipients regarding sources of supply and choice of techniques. 

Other negative effects of “aided’ development have been 
worsening distribution of income, increasing social unrest and 
ever more wasteful use of resources, besides the baneful cultural 
impacts of westernisation. 

For the creditor countries and their multinationals, it was an 
exercise in creating new markets for their exports and making the 
debtor economies more and more dependent on their own 
economies. Aid giving. a euphemism for interest-bearing loans, 
has been their own need more than that of the recipients as their 
own growth could hardly continue without an expanding foreign 
market. The arms industry of the advanced countries provides a 
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typical example. 

Something similar to what has happened in the consumer sector 
happened also in the debtor economies. Poor countries have been 
goaded into debts far beyond their means and induced to use the 
resources so obtained in an extravagant way. They have learnt to 
live beyond their means and not to tighten their belts. save and 
economise and work hard to build a better future. The easy 
availability of loans and the possibility of continuing to borrow 
with no chances of repayment in sight have further aggravated the 
situation. For this, the main blame must lie on the basis on which 
these transactions were effected — commitment to repay with 
interest irrespective of the actual outcome of the utilisation of 
these resources. 

This particular way of international monetary transaction 
creates a strong motive to lend. It makes it easy for short-sighted 
politicians and vested interests to borrow. It is the only mechanism 
which makes it possible for a nation heavily in debt to continue 
borrowing — borrowing in order to service the old debts and 
postpone the day of final reckoning. One cannot imagine any other 
mechanism through which such an absurdity could have been 
perpetuated. If we rule out interest-bearing debts, the only viable 
alternative would be to base the flow of resources from the rich to 
the poor on direct transfer payment and some kind of participation: 
aid funds to be utilised for increasing production and to be repaid 
out of the produce, the actual ‘returns’ on the investment being 
shared with the supplier of funds. While we postpone a consider- 
ation of alternatives to a later section, it can easily be appreciated 
that they could not have led to the present situation. 

The present system of interest-bearing loans has led the 
developing countries into an outstanding debt totalling U.S. 
$400 billion’ with interest and amortisation alone exceeding U.S. 
$40 billion per year.’ Three decades of debt financing have 
not been able to make the debtor countries self-sufficient or even 
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Jess dependent, not to speak of their being able to generate a 
surplus to pay back. This has put the world economic order under 
heavy strain. Developing countries have come to look upon aid as 
a means of exploitation rather than of help. The rationale of 
interest-bearing debt in the context of international economic 
cooperation is being seriously questioned, and it can hardly bear 
the scrutiny. The institution of interest-bearing loans owes itself to 
a self-centred individualistic view of ownership which the realities 
of the present world can hardly sustain. It is completely blind to 
the nature of resource endowment on the globe, the contingent 
nature of nation states, the accidents of past history and the 
demands of peaceful and amicable coexistence of the peoples of 
the world. The entire world community is convinced of the need 
for a new economic order radically different from the present one. 
It has, however, yet to realise the priority of abolishing interest as 
the basis of rich-poor financial transactions as the first step 
towards such a change. 


Worsening Distribution of Income and Wealth 


Having traced the consequences of interest in some important 
sectors of the economy, let us now turn briefly to its impact on the 
distribution of income and wealth in society. The institution of 
fixed-interest payment ensures a continuous flow of resources 
from the debtors, who are many, to the creditors, who are few, In 
many cases the loan does not result in creation of additional 
wealth out of which interest could be paid to the lender, This is true 
of consumption loans’ and most of the loans to the government. 
This is also true of some loans to business insofar as the business 
enterprise concemed incurs losses or ends up with a profit smaller 
than the rate of interest. In all these cases. the institution of interest 
is responsible for a net transfer of the existing resources from the 
debtors to the creditors. It is only in case of the entrepreneurs 
making a profit higher than the rate of interest that no net transfer 


' Credit for consumer durables may, however. lend to increase in efficiency. increasing 
producton in the future 
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of existing resources is involved, interest being paid out of the 
additional wealth created by the use of the borrowed funds. 

Add to this the fact that the bulk of the credit advanced by the 
banks is created ad hoc for the purpose— it is new money 
appearing simultaneously with, and because of. the act of lending. 
This new money, to which no real resources correspond in the first 
instance, acts as an instrument of ploughing back part of the 
wealth of society to the lenders, As we have noted above only part 
of the wealth so transferred may come out of the additional wealth 
created by the productive employment of bank credit. The 
institution of interest, coupled with the fact that creation of credit 
is contingent upon the act of lending by the banks, enables the 
financiers to commandeer a continuous flow out of both the 
existing and the newly created wealth of society. 

This is also true of lending operations at the international level. 
The I.M.F., for example, is presently charging 10.25% from its 
debtors and paying 9.225% interest to its creditors! — rich 
nations whose "hard currency’ is required by the poor nations to 
bridge the gap in their balance of payments. Loans channelled 
through the World Bank and the various ‘aid’ agencies are also 
serving the same purpose. We have noted above how and why 
these loans sometimes fail to create additional wealth in the 
recipient countries. Insofar as they fail to do so, interest payment 
involves a transfer of existing resources from the poor to the rich 
countries. This would be inconceivable under a system where the 
returns are tied to actual additions to wealth and not predetermined 
as in the case of interest. 

The régime of interest has been a major factor responsible for 
the worsening distribution of income and wealth within and 
between nations. Fiscal measures directed at alleviating the 
situation, in some countries, fail to counter this trend and can, at 
best. be regarded as wasteful cures for an ill of the system's own 
creation. 

The increasing concentration of wealth and its continuous flow 
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from the many to tie few, both within and between nations, has 
been generating social and political tensions whose accumulation 
results in minor and major eruptions in the form of peasant revolts, 
labour strikes, civil strife and world wars. The widening gap 
between the few very rich countries (of the North) and the many 
poor countries (of the South) poses a menacing threat to world 
peace and stability. 


Concentration of Power 


Power has always been, to some extent, a function of wealth, 
but it is much more so in the modern materialistic society. With 
the concentration of wealth goes concentration of power, both 
economic and political. In a society like that of the United States 
“the basis of economic power is not expertise but ownership and 
control over abstract capital — that is, ultimate power resides 
with the bankers who are the major stockholders in and creditors 
of the modem large corporations,” Examining the significance of 
bank control over large corporations in a more recent paper, Kotz 
concludes that’it has also implications for the prevailing degree of 
effective aggregate concentration of economic and political 
power.”’ ‘The large commercial banks have become the major 
holders of equity capital as well as the major suppliers of debt 
capital’ he notes. 

Wealth is concentrated amongst the few and it brings them 
more wealth, not because the wealthy have greater expertise. 
enterprise and ingenuity than others but thanks to the institution of 
interest. With wealth goes power. Power. in fact, has a greater 
tendency to concentrate, As the many become poorer they 
become exceedingly powerless. This makes a sham of ‘democracy’ 
as the press, the platform and the party. like all other institutions of 
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an interest-based society, succumb to the organised efforts of 
wealth and power to exploit these to their own advantage. 


Tendency Towards Inflation 


One of the most serious consequences of interest is the endemic 
tendency of the banks to over-expand credit. The cause lies in the 
manner new money is created in an interest-based system: it is 
contingent upon the lending operations of the commercial banks.' 
Lending is a process concerned essentially with the solvency or 
creditworthiness of the borrower to ensure repayment with 
interest, of which the best index is his net worth — the assets he 
holds at the time of borrowing. The prospects of the enterprise in 
which the borrowed funds are employed figure in the lender's 
calculations only as & secondary line of defence. Productivity of 
the projected enterprise is not the main concern of the lender. 
There is no sure linkage, therefore, between the creation of new 
money and the creation of new wealth through its productive 
employment. Increase in money supply through commercial 
banks" creation of credit does not necessarily lead to increase in 
the supply of goods and services. It is not done for that purpose, in 
the first instance. Secondly a number of non-productive activities 
may otherwise eminently qualify for bank loans because of the 
creditworthiness of those who are seeking the loans. Speculation is 
a case in point 

Since banks’ own profits out of lending and credit creation do 
fot rest on productive employment of these funds, and creation of 
additional wealth thereby, they continue to do so even though the 
prospects are not favourable. Their profits, in such a situation, can 
come only through a rise in prices, This creates a vested interest in 
inflation. Nothing ensures rising bank profits better than a rising 
price level. Why should the banks care if it is an indicator of the 
supply of goods and services? 

A sure linkage between creation of money and creation of 


The creation of high powered money by the Central Bank is also partly contingent upoe 

lis lending to the government. But. as the Central Rank is not motivated by profits. the 

Initiative rests entirely with the government whose decisions are palitically determined. 
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wealth can come about by making credit creation contingent upon 
productive investment whose returns are tied to the actual results 
of the productive enterprise, as explained in a subsequent section. 


The Alternative 

Islamic banking is based on two cardinal principles laid down in 
the Shari'a: prohibition of interest! and its replacement by 
profit-sharing wherever feasible and desirable.” Though its con- 
Sequences are revolutionary. the change involved is simple 
Instead of being promised a fixed return in the form of interest, 
depositors in savings or time deposits will be promised a definite 
share in the profits accruing on these deposits as a result of their 
investment by the banks. The entrepreneurs secking advances 
from the banks will promise the banks # share of the profits 
accruing to them. In case there are no profits the banks get back 
only what they gave. In case the enterprise ends up in a loss, the 
Joss is regarded as an erosion of equity and the banks get back what 
remains, The banks, in fact, cease to be lenders and become 
partners in enterprise. There are several ways of investing bank 
funds on the basis of profit-sharing but we choose the simplest 
form to make our point. The diversification of investment by banks 
is likely to ensure positive retums on the totality of their 
investments, so that the depositors are, in practice, assured of a 
positive return, 


Allocative Efficiency 


With the replacement of interest by profit-sharing the returns 
on capital advanced by the banks, as well as its repayment, will 
depend entirely on the productivity of the projected enterprise. 
The bank would, of necessity. take every care to examine the 
project and assess its productivity, selecting those projects which 
promise the highest rate of profit. Allocation of investible funds 


Allah has permitted wade and forbidden interest 
‘See Siddiqi, M.N, Shirkat our mudi 
1969 


will no longer be guided by the ability of the borrower to repay and 
meet interest obligations, as indicated by his net worth, but solely 
by the soundness of the project and the entrepreneurial abilities of 
the business partner. Investible funds will flow in the directions 
indicated by the expected rates of profit and the distortion in 
allocation of resources caused by the institution of interest, noted 
above, will be removed. 

The entrepreneurs working with capital acquired from banks 
can maximise their own rewards by maximising the profits of the 
enterprise. The expertise of the banks will now join hands with the 
expertise of the business in ensuring efficient management directed 
at maximising productivity, since the profit-sharing arrangement, 
unlike the lending arrangement, envisages continued interest of 
the financier in the performance of the enterprise. The relationship 
between finance and business is henceforth transformed. The 
interests of the two harmonise, both have to work jointly to create 
more wealth, as the more they produce the larger is the share of 
euch, This spirit will permeate the whole system of production, 
irrespective of the form profit-sharing may take in the various 
sectors. 


Stability in the Value of Money 


Assuming fractional reserves, commercial banks would still be 
capable of expanding credit and creating new money,’ but the new 
money will no longer appear in the form of interest-bearing loans. 
New money will mostly appear in the form of bank advances 
stipulating a share in the actual profits of the enterprise. An 
advance will be made, and hence new money created, when both 
the bank and the entrepreneur are convinced that genuine 
prospects of creating additional wealth exist. New money will be 
created only when there is a strong likelihood of a corresponding 
increase in the supply of goods and services. 

What if the expectation does not come true and the enterprise 


See Siddiqi. MN. Banking Without Interest, ep. cit, pp.77-94 
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ends in loss? Unlike lending. repayment of capital to the bank is 
diminished by the amount of loss, being equal to the value actually 
realised by the enterprise. Thus. in the new system of banking 
based on profit-sharing, the supply of money is not allowed to 
overstep the supply of goods and services. 

Part of the credit expansion would take place in the form of very 
short-term interest-free loans. New money supplied as con- 
sumption loans is inflationary as it increases the demand for goods 
and services without a corresponding increase in their supply. 
Consumption loans may not be inflationary when they come 
directly out of savings or tax revenue, In a system based on profit- 
sharing banks can play only a minimal rdle in the supply of 
interest-free loans to consumers. Such a policy is still more 
desirable in view of the inflationary effect of bank money given as 
consumption loans. Interest-free loans to consumers should be 
arranged on the basis of tax revenue (including Zakds)' and 
savings made available to the government and other public 
agencies especially for this purpose. 

Tt may not be possible to meet all the financial needs of the 
production sector on the basis of profit-sharing. Bridge finance 
and other very short-term needs for funds may have to be met 
through interest-free loans, in cases where the contribution of 
these funds to the profits of enterprise cannot be assessed. Since 
banks would not be getting any direct returns through such 
lendings, this activity cannot assume large proportions. In fact 
they may have to be persuaded todo so through special regulations 
and incentives.’ These loans may have to be rationed according to 
such needs of the business community as cannot be met through 
profit-sharing advances. Though their profitability cannot be 
calculated they will, nevertheless, contribute towards creation of 
additional wealth by facilitating the process of production and, 
therefore, may not be inflationary. In any case, the supply of 


A umber of scholars have suggested use of Zakd1 funds for giving interest hee leans 10 
needy commumers. These include Hameedullah Abu Zuhra ant Khalaf For details see 
Ysu Qardawi: Figh o/-Zakie vol Il. 9643, Beirut, 1980, 

‘See Siddig MN. Bonking 
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interest-free loans to business may not assume proportions that 
the Monetary Authority cannot control effectively and swiftly. 

‘As regards the supply of interest-free loans to the government, 
its effect on the value of money depends on the use to which 
borrowed funds are put, as well as on whether the loans come out 
of savings or out of bank money. Public borrowing for non- 
productive purposes from the commercial banks would be inflation- 
ary and must be kept to the minimum. 


Increase in the Volume of Investment 


The entrepreneur's obligation to repay the borrowed capital as 
well as to pay a predetermined rate of interest to the bank severely 
constrains his willingness to take risk. No project can be taken up 
unless the expected profits are sufficiently high to cover the risk of 
loss, assure a return equal to the rate of interest, plus yield a 
surplus to the entrepreneur himself at least equal to his alternative 
earnings on the labour market. A changeover to profit-sharing 
removes the obligation to pay a fixed rate of return as interest. The 
entrepreneur would be still keen to earn profits as his own reward 
accrues as a share in actual profits. In trying to ensure a profit for 
himself, at least equal to his alternative earnings as quoted above, 
the entrepreneur is also ensuring repayment of capital as well as a 
positive return on that capital. Depending on the rate of profit 
sharing between the bank and the entrepreneur,’ the expected rate 
of profits of enterprise satisfying the latter condition — ensuring 
the minimum acceptable to the entrepreneur — is likely to be 
lower than the one satisfying the former condition (ie. covering 
the risk premium, the rate of interest and the entrepreneur's 
reward). Other things being equal, the profit-sharing arrangement 
may allow many such projects to be taken up by the entrepreneurs 
which would be ruled out under the interest-based arrangement. 
The demand for investment is. therefore, likely to be higher under 
the profit-sharing arrangement, other things being equal. 

As noted below, there is no reason to believe that the supply of 


For a brief discussion on the determing 
Profit-sharing’ below 


son of ths rate. see the paper ‘Economics of 
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savings should be adversely affected by a changeover from interest 
to profit-sharing. Given the supply of savings to bank deposits, the 
supply of investible funds to the entrepreneurs would be a positive 
function of the rate of return the banks expect to realise. 
Assuming, in the absence of any strong reason to believe 
otherwise. the shape and position of the supply curve to remain 
unchanged, a right-ward shift in the demand for investment curve 
is likely to ensure a larger volume of investment in the economy, as 
interest is replaced by profit-sharing. An increase in the volume of 
investment implies an increase in the volume of employmentand 4 
rise in the level of income, 


Justice and Equity in Distribution 


The maximum loss an entrepreneur working with profit-sharing 
capital can suffer is to go unrewarded for his entrepreneurial 
services. An unsuccessful act of enterprise will not entail transfer 
of his own assets to the supplier of capital, as in the case of 
interest-bearing loans. Every successful enterprise will, on the 
other hand, yield to the entrepreneur a proportionate share of 
profits realised, whatever the rate of profit, This too is in sharp 
contrast with the present arrangement under which the entre 
preneur gets only the residue, the supplier of capital having a prior 
claim to the stipulated rate of interest 

The new arrangement rules out any net transfer of existing 
wealth from the entrepreneurs to the wealth owners. The addition 
to capitalists’ wealth comes out of the additional wealth created as 
a result of the productive employment of their capital. Part of this 
goes to compensate for the losses which are regarded as erosion of 
equity and are borne by the owners of capital. The remainder is a 
net addition to the wealth of the capitalists. The relative shares of 
the owners of capital and the entrepreneurs out of the net addition 
to social wealth will depend on the average rate of profit-sharing in 
the economy 

Regarding the consumers and the government, replacement of 
interest by profit-sharing will imply that wherever the use of funds 
is productive of value, the supplier of funds is made a sharer in the 
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value added, excepting the cases where it is not possible to assess 
the value added. As regards the cases where no net productivity is 
involved, yet a supply of funds is socially necessary, it will have to 
be arranged on a non-commercial basis, as interest-free loans with 
guaranteed repayment, While we briefly discuss below the forms 
of doing so, its implications for the distribution of income and 
wealth may be noted at this stage. It would stop any transfer of 
existing wealth to owners of capital in return for use of capital. 
Wealth would bring more wealth to its owners only when its use 
has actually resulted in the creation of additional wealth. There 
would be no worsening of the distribution of income and wealth on 
that count, over the whole of the society, as has been the case inthe 
regime of interest throughout history. 

The relative shares of the capitalists and the entrepreneurs in 
the net additions to social wealth resulting from the productive 
employment of capital by entrepreneurs will depend on the 
average rate of profit-sharing between the two parties. As this rate 
will be determined by demand and supply,’ the possibility of 
wealth owners receiving a larger share of the additional social 
wealth cannot be ruled out. Insofar as this may be regarded as 
undesirable, the society will need other measures to remedy the 
situation 


Finance for the Government 


‘The possibility of financing the government with profit-sharing 
funds has already been explored elsewhere.’ Different kinds of 
shares and certificates can be marketed to mobilise resources for 
public enterprises, the suppliers of funds being entitled to dividends 
and able to liquidate their equity in an orderly shares market.’ This 
may, however, leave the government in need of short-term funds 
for bridge-financing non-productive government expenditure. 
This need may be fulfilled by issuing tax-exempt loan certificates! 


Siddiqh. MLN. “Economies of Profit-sharing, op. eit 

Siddigl. MLN. Bonking Without Inseres of. cit, pp.t 38-153, 
2Chapra, M.U. op. cit, p.16 

Siddiqi, MLN. Banking Without Interest, op. cit, pp.1S3-163. 
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‘or by obliging the commercial banks to earmark part of their 
demand deposits for lending to the government, free of interest.! 

In case of natural calamities like floods and famines, or during 
emergencies such as a war, the state would appeal for donations 
and interest-free loans and fill the gap by special levies on, and 
compulsory borrowing from, those who have a surplus to spare,’ 
the recourse to interest-bearing loans being completely out of the 
question. 


Finance for the Consumer 


The case of consumer durables can be handled in a number of 
ways, within the framework of profit-sharing, The sellers can be 
funded’ on a profit-sharing basis to encourage them to sell 
consumer durables on instalment payment, involving no interest, 
but allowing for cost of collecting the instalments and maintaining 
the accounts. Sale on instalments will increase demand so making 
this arrangement attractive to the sellers, The buyer can be funded 
‘on a ‘profit-sharing’ basis, the rental assessed at the market rate 
net of depreciation being regarded as ‘profits’ of the investment. 
The buyer may be obliged to pay instalments. part of which is 
construed as the share of rental going to the supplier of capital and 
the remainder as the repayment of capital, the rental component 
declining as the capital is gradually paid up. This method has 
recently been used for financing house building’ and may be 
applied to automobiles and other costly consumer durables as 
well. It raises, however, questions relating to the nature of rents 
and rentals which have yet to be examined in the light of Sharia. 

This leaves out purely consumption loans needed to alleviate 
suffering and privation. The supply of such loans should prefer 
ably be treated as a social service and made part of the Zakar 


‘Chapa MU. op. eit, 9p.30-31 

2Siddigl MLN. Isl kd Nozorivare Milkivor, Vol M1. pp.209-238, Islamic Publi 
cations. Lahore. 31d edition. 1977, 

Chopra. M.U. op. cit. 20: also Mohammad Uraie. Interest: Fer Banking. Royal 
Book Company, Karachi, pM 
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based comprehensive social security arrangements of an Islamic 
state. This may be supplemented by obliging the commercial 
banks to earmark part of their demand deposits for granting 
overdrafts and short-term interest-free loans to their needy 
customers, 


International Flow of Funds 


There is a strong moral and economic case for the rich nations 
of the world providing outright grants or, at least, interest-free 
loans to the poor nations to finance development — but that is not 
our main concern in this study. A sane and efficient alternative to 
interest is provided by profit-sharing as the basis of international 
flow of funds. The government of a developing country may obtain 
funds for a particular project, or for developmental projects in 
general, on the condition that the actual returns on their productive 
employment will be shared with the supplier of the funds — 
foreign governments or international agencies. Since repayment of 
capital as well as profits’ will depend on successful completion of 
the projects involved, the supplier of funds will be keen to promote 
the interests of the recipient countries. They will, in fact, become 
partners in progress. Every care will have to be taken, however, to 
prevent foreign investors dictating priorities or strategies to the 
users of their capital. Repayment may start as soon as production 
is under way, final accounts being settled after the completion of 
the project. The flow of private capital may also take place within 
the same framework. 

New ways will have to be devised for handling of payments 
deficits in an international economic order from which interest has 
been banished. Trade deficits can be financed with profit-sharing 
funds obtained from an international ‘bank’ or some agency 
especially set up for this purpose. Much more than abolition of 
interest is involved, however, in the reconstruction of a world 
economic order based on justice and cooperation 


Curbing Speculation 


Arbitrage through space and time is a useful function performed 
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by traders, but experience has shown that it is vulnerable to abuse 
by speculators who can create artificial scarcities, so engineering 
price rises to benefit therefrom and play havoc with the economy.' 
Several provisions of the Shari'a are directed at elimination of 
such practices so that arbitrage activities are kept within socially 
useful bounds. Hoarding with a view to raising prices is prohibited? 
and forward transactions are allowed only in a restricted way.’ 

The absence of bonds and securities will itself seriously curtail 
the possibilities of the speculative game. This, coupled with the 
constraints on dealing in futures and other forms of speculative 
trade will ensure a degree of sanity in the market conducive to 
diversion of resources to productive activities. The existence of 
common stock and certificates bearing the promise to a share in 
the actual returns on investment will provide sufficient means for 
organising an orderly secondary capital market enabling business 
to raise funds and ensuring liquidity to equity holders. 


Mobilisation of Savings and Profitability of Investments 


The issue of savings in an interest-free economy and their 
mobilisation for productive uses has been discussed elsewhere* to 
conclude that the absence of interest will cause no problems 
whatsoever, The urge to make a profit through savings is not the 
only, nor even the major, motive for savings, savings being largely 
a function of income and consumption patterns. Nevertheless. the 
investment accounts of the commercial banks will provide savers 


A classic example is provided by the recent rise in the price of silver ‘The price of silver 
(on the New York Commedity Exchange rose from $6 per or in early 1979 to $50 pera in 
January 19KO. 11 fell again reaching $10.20 per oz in March 1980. ( Time Magazine,Apil 7. 
1980, p25 

‘One who hoards with @ yew to 
Allah woud aot give him any protection ° So said the Prophet a 
Hakim’ Muxradrok,Vol II. p12. Hyderabad (India) 1324 AH 

Details can be had from the chapter on salam in any standard work on figh Poe a 
Ahmad ab Zara: ‘Aqd'I-Bai" py 107-422. Ma 


ungs deuret for Muslims s a wrongdoer and 
ed by Abu Hucnira in 


‘on page 121 the author argues that the speculative transactions 
‘on the stock exchange are entirely diferent in nature from. and violate the essential condutinns 
of, the solam comtract permitted by the thar 
*Siddigl. M.N. Banking Withour Interest, op. cit, pp 182-186. 
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with a convenient means of earning profits through their savings. 
Pooling of resources, diversification of investment and building 
loss-compensating reserves will ensure a positive return on these 
deposits, in practice. Common stock and investment certificates! 
will provide another means of investing one’s savings. 

The channelling of the banks’ share of entrepreneurial profits 
and the distribution among depositors of their share in these profits 
requires honest book-keeping by all concerned, especially the 
entrepreneurs. There is reason to believe that they will do so. The 
ability of the entrepreneurs to continue getting bank advances will 
depend on the profits they actually pay on the capital advanced. 
Poor performance in this regard, whether it is due to cheating or 
bad management. will seriously jeopardise their chances of getting 
more advances and hence, of continuing in business. Furthermore, 
special arrangements should be made to audit the accounts and 
ascertain the actual profits, Last but not least, itis presumed that a 
changeover to Islamic banking will be accompanied by a multi 
pronged drive to educate people, inculcate Islamic values in them 
and orient them towards honest Islamic behaviour. Likewise. the 
banks’ ability to attract savings into their investment accounts will 
‘aalso be a function of the profits paid on these deposits. as they will 
be competing with the stock market for attracting savings. 
Competition among businessmen for capital will work against 
cheating and withholding the profits due. 


Conclusion 


As noted in the beginning. this paper does not attempt a detailed 
description of ‘how’ banking can be organised without interest. its 
focus being why it is necessary to banish interest from the system 
and build a new one based on profit-sharing. The above discussion 
has shown how the present system of money and banking built 
around interest-based lending results in injustice and inefficiency 
and a change to one based on profit-sharing will ensure justice and 
improve efficiency. We may nevertheless. conclude with a very 
brief outline of Islamic banking. 


abdorhi, M. Al Section B The Financial Instruments 
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There will be a Central Bank as the only source of cash and with 
sufficient powers to control the supply of money and regulate and 
guide the activities of the commercial banks and other financial 
institutions.! Commercial banks will be organised with share 
capital and will accept demand deposits and investment accounts 
from the public. They will offer all the conventional banking 
services like safe keeping. transfers etc. for a fee. Demand deposits 
may or may not involve any service charges and they will not bring 
any return to the depositors. In return for the privilege of using 
demand deposits in their normal operations, as is the case in the 
fractional reserve system. the banks will be obliged to earmark 
part of these deposits for making short term interest-free loans. 
Repayment of these loans and safety of the demand deposits will 
have to be ensured by the Central Bank through special arrange- 
ments. Deposits in investment accounts may be for specific 
projects, or left to the discretion of the bank for suitable investment. 
Investment of bank funds may take the form of partnership. the 
banks actually participating in the management of the enterprise, 
or of profit-sharing advances leaving management to the entre 
preneur. Banks may also buy stocks or investment certificates to 
diversify their portfolios. They may also resort to leasing arrange- 
ments covering such items as buildings, ships, planes. industrial 
equipment etc. Actual practice may bring in other innovations in 
the field of profit-sharing investments. Bank profits will be shared 
by the depositors. on a pro rata basis. according to agreed 
percentages. 

As noted above there would be some provision for short-term 
interest-free loans to business, government and consumers. But 
the dominant form of transaction in the system will be investment 
and not lending. Additions to the supply of money will be largely 
contingent upon investments directed at creating additional 
wealth. Though the system has a built-in tendency to prevent 
concentration of wealth and power, the Central Bank as well as the 
state will guard against such a possibility and take suitable steps to 
maintain a balance. A transition from the interest-based debt 


For details refer wo the works listed in the footnote on 6K above 


95 


ridden society to an investment-oriented one based on profit- 
sharing will raise some special problems not discussed in this 
paper, one of them being the question of outstanding public and 
private debt' Once the crucial steps towards the demise of the 
debt economy are taken, however, it will not be difficult to solve 
these problems in due course. 


"Por abriet 18.00 this and other problems relating to transition. see M.U. Chapra 
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CHAPTER 4 
Economics of Profit-Sharing 


One of the basic changes envisaged in the wake of the Islamic 
transformation of a modern economy is replacement of the 
institution of interest by profit-sharing, in pursuance of the 
Quranic precept: “Allah has permitted wade and forbidden 
interest 

Consensus has it that the permission to trade implies the 
permission to profit thereby. The legitimacy of sharing profits 
under a variety of arrangements, including the one in which money 
capital is supplied by one party and enterprise by another, follows, 
being also established by Sunna 

To appreciate the rationale of this change, one has to grasp the 
Islamic view of the relations between man and man and the 
nature of the world in which men engage in productive enterprise 
It is an uncertain world in which the value product of enterprise 
cannot be predetermined. To claim a predetermined positive 
return on money capital when capital and enterprise jointly engage 
in production runs counter to this reality. It amounts to Zulm, 
especially exploitation of the entrepreneur by the capitalist, as the 
entrepreneur is left alone to bear the uncertainty which in reality 
devolves on both. It is an unjust arrangement, Islam abhors 
injustice and exploitation and seeks to forge human relationships 
on the bases of justice and cooperation. A replacement of the 
unjust and exploitative institution of interest by the just and 
cooperative arrangement of profit-sharing is therefore a socio: 
economic as well as a moral and spiritual imperative. All men 
being equal brethren in the community of Allah, let them face the 
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uncertainties of life equitably and share the consequences, good or 
bad. 

This brief study seeks to demonstrate that the replacement of 
interest by profit-sharing will cause no problems as regards the 
smooth functioning and stability of the system. We will do this by 
studying the behaviour of the ratios of profit-sharing between 
suppliers of capital and its users in productive enterprise. We 
examine and reject the hypothesis that a profit-sharing system will 
be exposed to wide fluctuations as the changes in the entrepreneurial 
profits will be communicated back all along the line. The paper 
does not deal with all aspects of a profit-sharing system but it does 
indicate that the changeover will ensure a better allocation of 
resources and a more equitable distribution of income and wealth. 

Certain methodological issues must be cleared before we 
proceed further. We recognise multiplicity of objectives both at 
the entrepreneurial and the financier’s levels, profit seeking being 
only one of these objectives. In an Islamic society behaviour of all 
economic agents is expected to be socially oriented. ready to 
sacrifice profits for the social good if and when the social priorities 
so require. It is not possible, however, to introduce multiplicity of 
objectives in this brief study at this stage of analysis. We assume 
profit motive at the private level. conscious of the fact that our 
conclusion will need modification when specific non-profit 
objectives are introduced. 

We have assumed competitive behaviour through the 
Islamic spirit would call for cooperation among economic agents 
for the achievement of common goals. Profit-sharing is, indeed, 
one form of cooperation, but other forms of cooperation may also 
emerge, It will require a separate study to identify these forms and 
analyse their consequences. Meanwhile, retention of the compet 
itive market as well as the profit motive has the advantage of 
enabling us to focus exclusively on the consequences of the 
replacement of interest by profit-sharing. 

It may be noted that the possibility of losses is admitted only at 
the micro-economic level, aggregate profits at the macro-economic 
level are assumed always to be positive. This seems to be a 
reasonable assumption in the light of history as well as the 


98 


literature on the subject 

‘We assume a closed economy and do not take growth explicitly 
into account. The temporal dimension is considered only in the 
context of allocation of income to present consumption and future 
consumption (savings) or allocation of resources to current 
production and future production (i.e. consumer goods industries 
and capital goods industries) 


The Rate of Profit 


Profits of trade or industry are the difference between revenue 
(sales proceeds) and costs. Should this difference be negative it is 
called losses. More precisely. it is the difference between the 
money value of the product and the money value of the goods and 
services used up in the process of production from its initiation to 
its culmination in the sale of the product. It is a magnitude 
determined by the market through the price of the products and 
factors. Functionally itis related both to entrepreneurial decision 
making in face of uncertainty and to the subjecting of money 
capital to this decision making. thereby exposing it to risk. Profit 
belongs, therefore, to both enterprise and capital. Should both 
entrepreneurship and money capital come from one person, all 
profits go to him: should several parties jointly undertake entre- 
preneurial decision making as well as supply money capital. they 
may share profits in proportions agreed upon: should enterprise 
and capital come from separate parties. they share profits 
according to agreed proportions. Losses are regarded by Shari'a 
as diminution in money capital and are to be borne by the supplier 
or suppliers of money capital in proportion to the capital supplied.’ 
As the Shar7a sees it, the entrepreneur who prefers, in expectation 
of profits, to face uncertainty rather than sell his services for a 
salary, runs the risk of going unrewarded. The capital which 
prefers exposing itself to uncertainties of productive enterprise 
over lying idle or being lent with guaranteed repayment. in 
expectation of profit. runs the risk of being returned diminished to 
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the extent of the loss. The Islamic principle of ‘no gain without risk 
of loss’! is applied both to enterprise as well as capital. 

The nature of entrepreneurial profit and its determination is a 
subject long discussed by the most eminent economists of every 
age, from Smith and Ricardo to Knight, Keirstead and Shackle. 
As a result of these contributions we have a clear idea of how the 
uncertainty surrounding entrepreneurial decisions in a dynamic 
economy causes unimputed value residues to occur after contract- 
ual claims are met. But the uncertainty theory does not fully 
explain the magnitude of profits. One of the contractual claims 
taken into account is interest on capital— a product of the 
institutions of capitalism. Since it is stipulated that profits and 
interest are synonymous in the perfectly competitive equilibrium 
characterised by absence of uncertainty,’ we are left with an 
elusive concept of pure profits with no clues to its magnitude. In 
more recent times attention turned to the macro-economic 
concept of profit defined as non-wages, whose determination is 
easily possible at the aggregate level, but it has little operative 
value for behavioural studies. 

For the operational needs of this study we find the accounting 
concept of profits as defined above more relevant. It would include 
the reward for capital, as also some kinds of rent, as defined by the 
economists, besides the reward of enterprise. The divergence of 
the value product of productive enterprise from the value of inputs 
(costs) is regarded as one integral phenomenon, caused by the 
forces of the market reflecting changing social valuations, and 
incapable of being objectively subdivided into pure profits and 
“productivity of capital’ (or interest). 


“Traditions to this effect appear in Abo. DWd: Suman Kitdb af- Buy’ and also in the 
Sunans of Tirmidhi, Nas and Tho Maja. as well as in the Mfusnad of Imam Abmad Tho 

anbal. A good juridical exposition of the principle is found in Kisinf: Badd’y'al-Sand', 
ali Press, Cairo, 1910, Vok VI, pp.62-63 
1 detailed references and a brief discussion refer to Suddigi, MLN. Isliim kb Nugariver 
€Milkiyat, Islamic Publications, Lahore, 1973, Vol 1, pp. 75-176. 

2 Samuelson, Paul A ire Essays in Modern Capital Theory. edited by Murray Brown. 
Kazuo Sato and Paul Zarembka North Holland Publishing Company, 1976, p.ld 
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Profit-Sharing 


Rather than discuss in detail how entrepreneurial profits are 
determined, we analyse how they are shared between the entre- 
preneurs and the suppliers of capital. In what follows we shall first 
proceed on the assumption of a given expected rate of entre- 
preneurial profits, p, relaxing this assumption later to trace the 
‘consequences of fluctuations in this rate, Before we proceed to do 
80, it is advisable briefly to state the model of interest-free banking 
underlying the subsequent discussion. 

Banks are established on the basis of share capital. They accept 
demand deposits on usual terms, They also accept deposits into 
‘investment accounts’ entitled to an agreed percentage share of the 
profits accruing to the banks on the profitable employment of these 
deposits in a pooled manner. These are mudaraba deposits and 
the percentage of bank profits given to these depositors is 
described as the Depositor’s Ratio of Profit- Sharing, abbreviated 
as drp. These depositors are liable to losses, their liability being 
limited to the extent of their deposits, Banks invest their funds 
(share capital and muddraba deposits less reserves, and part of 
the demand deposits) in a variety of ways, chief among them being 
supply of mudd@raba funds to business. The banks are entitled to 
an agreed percentage share in the profits accruing to these funds in 
the business enterprise in which they are invested. This percentage 
is called the Banker's Ratio of Profit-Sharing, abbreviated as brp. 
Muddraba funds invested in business enterprise are also liable to 
losses, liability being limited to the extent of the funds supplied 

Banks operate on the basis of fractional reserves subject to 
regulation by a Central Bank. The Central Bank is the only source 
of high-pawered money. It has sufficient powers to contro! the 
volume of credit and regulate! the ratios of profit-sharing, besides 
guiding the activities of the banks in the public interest. 

Besides the banking sector and other financial intermediaries 
operating on the basis of profit-sharing. there is also a shares 


‘Since these ratios are contractual, Central Bank regulations may net affect the past 
contracts. They may, scmetimes. take the form of fixing ceilings and floors for the (wo ratios 
fo onder to ensure equitable sharing of profit, The Central Bank may also fix the ratios 
themselves as a means to control the volume of credit 
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market on which one can buy and sell. More about this market 
later. 


The Ratios of Profit-Sharing 


It will be noted that drp and brp are not the rates of profit earned 
by the depositors and bankers respectively. drp is the ratio in 
which depositors share the profits accruing to deposits as they are 
employed profitably by the banks. Similarly, brp is the ratio in 
which banks share the profits accruing to muddraba funds 
supplied by them to the entrepreneurs. For the sake of convenience 
both ratios are expressed as percentages. The rate of profits 
percent of capital invested in enterprise, p’, accrues to the 
entrepreneurs in the first instance. Since entrepreneurs are 
operating with muddraba funds supplied by banks, they surrender 
brp x p’to the banks. The banks, in their own turn, pass on drp 
times the profits accruing to them to the depositors. Thus the 
actual rate of return on deposits equals drp x brp x p’. The rate of 
profit earned by the banks as intermediaries, on the deposits they 
supply to entrepreneurs as muddraba funds equals (1 - drp) x brp 
xp’, and the rate of profit earned by the entrepreneurs on funds 
obtained from the banks equals (! - brp) x p’ 

But p’, the rate of profit realised in business, is an expost 
category, and so are the other rates derived from it These are not 
known when the decisions to make deposits, supply muddraba 
funds or embark on business enterprise, are made. Behaviour is 
determined by what the respective parties expect the relevant rates 
to be. These expectations are built around p’, business profits 
realised in the previous period or periods, taking into consideration 
changes in cost conditions, state of demand, new entries, etc. We 
can, therefore, treat py, the expected rate of business profits in 
period sto be a function of p’y-j, profits realised in period r-i(or an 
average of the profits realised in period #1, t-2, t-3, ...). 


P= SOP ri B= 1 2, oes 


In the above equation / denotes the expectations of the 
entrepreneurs. Bankers and depositors may have different expect- 
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ations about what business profits are going to be, though these 
expectations are also built around p’,;. But we make the 
simplifying assumption that depositors as well as bankers share 
the expectations of the entrepreneurs so that all concerned expect 
the current rate of business to be p; as in the above equation. This 
will enable us to focus our attention on drp and brp, the variables 
whose determination we want to study. At a later stage, this 
assumption is relaxed and variety of expectations regarding 
current business profits is introduced and its consequences are 
traced. 


Determination of the Banker's Ratio of Profit-Sharing, brp 


Given p, the rate of profit entrepreneurs expect to earn in the 
first instance, their demand for muddraba funds from the banks is 
an inverse function of brp. Banks’ willingness to supply muddraba 
funds is a direct function of brp, given p. But their ability to supply 
these funds depends on the volume of deposits. As shown below 
the chief determinant of the volume of muddraba deposits in the 
short run is drp, the percentage share of bank profits going to 
depositors. In the long run changes in national income, variations 
in the monetary base of the banking system, and the credit 
multiplier, exercise a more decisive influence on the supply of 
mudaraba funds, either through changes in the volume of deposits 
or directly. Assuming these to be given in the short run, the supply 
of muddraba funds can be treated as a direct function of brp. 
Given p and drp, the equilibrium level of brp is determined by the 
supply of and demand for muddraba funds. This has been shown 
in figure | below 


Determination of the Depositor’s Ratio of Profit-Sharing, drp 


The volume of savings in an economy is largely a function of the 
level of income. The channelling of these savings into banks’ 
investment accounts in preference to hoarding and placement of 
funds in the shares market will. however, be determined by the rate 
of profits the depositors expect to earn. As we have seen above, 
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given p and brp, this rate depends on drp. Other things remaining 
the same, the supply of mud@raba deposits can, therefore, be 
treated as a direct function of drp. Banks’ demand for muddraba 
deposits is an inverse function of drp, the lower this ratio the more 
the banks stand to gain out of the investment of these deposits, 
given p and brp. The equilibrium level of drp is determined by the 
supply of and demand for mudéraba deposits, given p and brp. 
‘This has been shown in figure 2 below: 


Som Mudaraba Funds 

Fig 1 
Determination of drp, given p and 
drp. No effort has been made to 
depict the probable shapes of the 
demand and supply curves. 


s 


/ 
15% 
50% x Mudaraba Deposits 
Fig 2 
25%} Determination of drp, given p and 
bp. No effort has been made to 
¢ depict the probable shapes of the 
s P ==) demand and supply curve. 
° x 
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From Interest to Profit-Sharing 


As the interest-based system switches over to profit-sharing, 
the banks will, in the first instance, offer a drp which would ensure 
an expected rate of retum on deposits equal to or larger than the 
rate of interest on time deposits on the eve of the switchover, s 
that the supply of deposits is not affected. This implies that: 


drp x brp xp =r} 


where ry is the rate of interest on time deposits on the eve of the 
switchover. In a similar manner, they will make a start by fixing 
brp at a level such that 

brp xp=r2 
where r3 is the lending rate for the relevant term on the eve of the 
switchover. 

Entrepreneurs and savers will also strive for a bargain that 
leaves them no worse off than on the eve of the old system. They 
may also try to improve their position; in particular, the entre 
preneurs may claim a better deal in the framework of the new 
ideology. The ratios mentioned above may not, therefore, be the 
equilibrium ones equating demand and supply. A process of 
adjustments will ensue resulting in a pair of drp and brp thatclears 
the market and satisfies all the three parties concerned: depositors, 
bankers and entrepreneurs. In the context of a given p, it implies 
that the two ratios, drp and brp are such that the corresponding, 
volume of deposits can sustain a supply of muddraba funds 
sufficient to satisfy entrepreneurial demand for these funds, 


Effects of Changes in the Expected Rate 
of Entrepreneurial Profits, p 


It may be noted, as we relax the assumption of a given p, that no 
empirical evidence relating to the operations of the above model is, 
available so far. The only course open to us for further analysis is 
to make an intelligent guess on the behaviour of the various 
variables in response to any particular changes, stating our 
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reasons as far as possible. 

A tise in p will shift both the demand for and supply of muda- 
raba funds curves to the right, more being demanded and supplied 
at the same ratios of profit-sharing. brp. as a rise in p raises the 
expected returns for both banks and the entrepreneurs. But the 
shift in demand curve is likely to be larger than the shift in supply 
curve, so that brp will tend to rise. This has been shown in figure 3 
below. This disparity in response is caused by the constraint 
exercised by the volume of deposits as determined in figure 2 
above. Even in a fractional reserve system. the supply of muda- 
raba funds has a ceiling. 

The supply of and demand for deposits curves in figure 2 are 
drawn on the assumption of a given p. As prises, these curves also 
shift to the right, since a rise in p, given brp. raises the expected 
profits of depositors and banks in the same proportion. These 
shifts may, therefore, leave the equilibrium level of drp unchanged. 
But the new equilibrium being to the right of the old one, the 
volume of deposits is now larger, enabling banks to increase the 
supply of funds. This tendency for the volume of deposits to 
increase, increasing the supply of funds to entrepreneurs is 
reinforced by a possible rise of brp as noted above, since the DD 
and SS curves in figure 2 are also drawn on the assumption of a 
given brp. A rise in brp raises the expected profits of depositors 
and banks in the same proportion, shifting both the supply of and 
demand for deposits curve to the right. The combined effects of a 
rise in p with a possible rise in brp on the determination of drp are 
shown in figure 4 below. The expansion in the supply of funds 
consequential to expansion in bank deposits may result in the new 
equilibrium level of brp being to the right of but equal to its old 
level. It is not likely that the two shifts in the supply of funds 
curves, one caused by the rise in p and the other caused by increase 
in the volume of deposits, would add to an amount larger than the 
shift in demand for funds curve with the result of bringing the brp 
lower than its old level. The banks can prevent this by manipulating 
the supply of funds. They will have no incentive to let this happen 
as a fall in brp will cut into their profits as well as into the rate of 
return on deposits, affecting the supply of deposits. The prospects 
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of a smaller percentage share in business profits in the face of a 


rising demand for muddraba funds is not very plausible for the 
banks. 


Mudaraba Funds 


ff ef Fig 3 
yee \ Effects of a change in p on the 
a D determination of rp. 
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Mudaraba Deposits 


Fig 4 
Effects of a change in p on the 
aD determination of drp, 


A rise in p, the expected rate of entrepreneurial profits. would 
either leave brp unchanged or raise it to level not far above its old 
equilibrium level. It is likely to leave drp. the percentage of bank 
profits accruing to depositors. unchanged 
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A fall in p will shift the demand for muddraba funds curve to 
the left, less being demanded at each level of brp. But it may not 
cause a left-ward shift in the supply of funds curve, in the first 
instance, since, given the volume of deposits, a contraction in the 
supply of funds will decrease the net income of the banks. A 
contraction in demand with supply unchanged will, however, tend 
to depress the brp, as shown in figure 5 below. On the other hand a 
lower p will cause both the supply of and demand for deposits 
curve to shift to the left as shown in figure 6. This may leave the 
equilibrium level of drp unchanged, but it would decrease the 
volume of deposits. As the supply of mudaraba deposits contracts 
the supply of muddraba funds curve shifts to the left, arresting the 
tendency of brp to fall. A fall in brp in consequence of a fall in p 
may suit the banks since it will arrest the contraction in demand by 
yielding the entrepreneurs a larger share-out of a smaller profit 

A fall in p is, therefore, likely to lower brp to a level not far 
below its old equilibrium level, but it is likely to leave drp 
unchanged. 


Mudaraba Funds 
Fig 


Effect of a fall in p on the 
determination of brp, 
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Mudaraba Deposits 
Fig 6 
Effect of a fall in p on the 
determination of drp. 


Responsiveness to Changes in p in Supply 
and Demand of Deposits 


So far we have concluded that changes in the expected rate of 
entrepreneurial profits p are likely to change dbrp in the same 
direction in which p changes, but they would leave drp unchanged. 
It is time to scrutinise the stability of dp more closely. In the 
above analysis, that stability is partly based on the assumption 
that the shift in supply of deposits curve in response to a change in 
pis equal to the shift in the demand for deposits curve in response 
to the same change. Other things remaining the same, this 
assumption seems to be quite reasonable as the expected retum on 
deposits, as well as the profits expected by banks as they employ 
these deposits profitably (i.e. drp x brp x p and (I-drp) x brp x p 
respectively), are both simple fractions of p. But it may be 
hypothesised that the shifts are not equal, in which case the drp 
will change when p changes. 

In case of a rise in p. if the rightward shift in the supply of 
deposits curve is larger than the rightward shift in the demand for 
deposits curve, the drp will fall, increasing the banker's sh 
profits and, therefore, tending to expand the supply of mudaraba 


re of 
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funds. This merely reinforces the tendency caused by a rise in p 
as noted above, arresting the upward trend in brp. 

On the contrary, if a rise in p causes the rightward shift in the 
demand for deposits curve to be larger than the rightward shift in 
the supply of deposits curve, the drp will rise. A higher drp will 
reduce the bank's share of profits counteracting the expansion in 
the supply of muddraba funds and reinforcing the tendency of 
brp to rise. 

Thus the above conclusion regarding the effect of a rise in p on 
brp remains substantially valid despite the possible variety in the 
responsiveness to changes in p of supply of and demand for 
deposits, A rise in p will either raise brp or leave itunchanged. The 
drp may fall or rise depending on the relative responsiveness of the 
supply of and demand for deposits curves to changes in p. 

By a similar reasoning, fall in p will either leave the brp 
unchanged or cause it to fall, whatever the relative magnitude of 
the leftward shifts in the supply of and demand for deposits curve 
caused by the fall in p, The drp will fall or rise depending on the 
relative magnitudes of the two shifts. 

In the absence of empirical evidence. it is difficult to decide 
whether the demand for or the supply of deposits will be more 
responsive to changes in the expected rate of profit, but the odds 
seem to favour the demand. Supply of savings into the banks’ 
investment accounts is likely to be sluggish in its response to 
changes in p, as compared to the response of the bankers’ demand 
for deposits to changes in p, because the latter are better informed 
and keener to take advantage of the expected changes. Should this 
be true, changes in p will cause drp to change in the direction in 
which pchanges. A rise in p will cause drp to rise and a fall in pwill 
cause drp to fall. This will not affect our conclusion relating to brp, 
which will also change in the direction in which p changes. 


Effect of Variety in Profit Expectations 


Let us now relax another assumption made above, that the 
depositors as well as the bankers share the entrepreneurs’ 
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expectations regarding p, the expected rate of profit in business 
enterprise. 

Deviation of the banker's expectations regarding p from those 
of the entrepreneur's will not affect the conclusions of the above 
analysis as long as both expect pto move in the same direction and 
differ only regarding the magnitude of the change. If they expect p 
to move in different directions, it would only reinforce the 
tendency of brp to fall when the entrepreneurs expect p to fall, and 
to rise when the entrepreneurs expect p to rise. This follows from 
the more decisive role of the demand side in the determination of 
brp in the above analysis. The conclusion relating to drp is not 
affected. 

As regards the depositors, they would generally be guided by 
the dominant opinions of the bankers to whom they entrust their 
savings for investment. They are too large and diffused a body 
strongly to hold independent opinions of their own regarding p. 
Insofar as they do hold expectations contrary to the expectations 
of the bankers, it will contribute towards instability in drp by 
causing the supply of and demand for deposits curves to shift in 
opposite directions. The drp would still rise when the entrepreneurs 
expect p to rise, and fall when the entrepreneurs expect p to fall. 
Variety of expectations will only cause the magnitude of rise or fall 
in drp tobe larger in comparison to what it would have been in case 
of similarity of expectations. 


Stability of the System 


We can safely conclude that changes in brp are related to the 
direction in which entrepreneurs expect the rate of profit to 
change. Minor changes may leave brp unchanged, but when it 
does change it will change in the same direction in which p 
changes. rising when p rises and falling when p falls, drpis likely to 
remain unaffected by changes in p. If it does change, however, it 
will also change in the same direction in which p changes, but the 
change would be relatively smaller than the change in brp. 

The behaviour of brp has significant implications for the 
stability of a profit-sharing system in face of expansionary and 
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contractionary trends in the economy as happens during a boom or 
a slump. As p rises continuously in successive periods during a 
boom, the consequential rise in brp will arrest the expansion by 
dampening the increase in entrepreneurs’ demand for muddraba 
funds, as a rise in brp decreases the relative share of the 
entrepreneurs in business profits. The opposite will happen during 
aslump. The relative stability of drp will ensure a decisive rdle for 
brp in contributing towards the system's stability. 

Thus the ratios of profit-sharing, brp and drp, seem to have a 
tendency to gravitate towards their historical equilibrium level 
never moving very far above or below them. While this can be 
confirmed only in the light of empirical data (when these become 
available), whatever we know about the ratio of profit-sharing in 
the past supports this conclusion. It may be noted however, that 
the past evidence relates mostly to simple muddraba: the owner 
of capital contracting directly with the entrepreneur without there 
being an intermediary. The share of capital has been within the 
range of one-third to one-half of the profits realised in business 
enterprise in which it is employed by the working partner. A 
systematic research on the reports relating to profit-sharing in the 
past is, however, still awaited. 

Among the factors held constant in the above analysis has been 
the level of income, but we have already considered the behaviour 
of the ratios of profit-sharing during a boom or a slump. A gradual 
rise in the level of income over time need not call for changes in 
these ratios as it would affect both the supply of savings and the 
demand for muddraba funds in the same direction. 

Changes in the propensity to save, the banking habits of the 
community and Central Bank regulations affecting the credit 
multiplier will affect the supply of deposits and of mudaraba 
funds calling for readjustments in the two ratios which can be 
easily traced 

This leaves us with the changes in the state of knowledge, level 
of technology and the psychological factors influencing the supply 
of enterprise which operate on the demand side and will exercise 
their influence through changes in the expected rate of entre- 
preneurial profits, analysed above. The ultimate determinants of p 
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and the two ratios of profit-sharing are the productive resources of 
the society, the level of technology, the availability of entre- 
Preneurial abilities and the will to develop. The supply of 
enterprise is likely 10 be larger in a profit-sharing system as 
compared to an interest-based system (assuming the same society) 
as the obligation of fixed interest payment discourages the 
arginal entrepreneur. 

Itmay also be noted that the above analysis is not affected ifwe 
allow for various ratios of profit-sharing between depositors and 
the banks, drp varying with the length of time for which a deposit is 
made, being higher for longer periods. In a similarmanner the brp 
may also vary with the length of time for which funds are tied in a 
particular enterprise, rising with the length of the period involved. 
Banks will be in competition with the shares market, as well as 
with other financial intermediaries, to attract savings and to serve 
as sources of funds for entrepreneurs in the various sectors of the 
economy. In the economy as a whole, a spectrum of ratios of 
profit-sharing will obtain, with careful attention to the differences 
in liquidity and security of alternative avenues of investment. 


Profit-Sharing in the Shares Market 


The main avenue for profitable investment of savings outside 
the banking system will be the shares market. As explained 
elsewhere,’ shares in limited liability concerns, being titles of 
ownership, will be transferable. Fluctuation in their market value 
will correspond to fluctuation in the expected rate of entre- 
preneurial profits, p. Elimination of unhealthy speculation on the 
shares market will see to it that fluctuations in share prices reflect 
genuine changes in the rate of profit expected on various shares. 
These changes will ensure a levelling of the rates of profits in 
various sectors by ensuring a flow of savings in those directions 
where the expected rate of profit is higher. 


* Siddiqi, MLN Banking Without tnterest. Lahore, Islamic Publications, 1973, pp. 139. 
152 
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It may be hypothesised that since shares may turn out to be 
more liquid than bank deposits (in mud@raba accounts), an 
average profitability lower than that expected on bank deposits 
may satisfy the shareholder, But the possibility of capital gain or 
loss will also influence their demand and supply, determining the 
market price. Thus the choice of allocating savings to bank 
deposits or to the shares market may be influenced more by the 
savers’ aversion to risk or (conversely), their adventurousness, 
and by their ability to gather information, than by the respective 
rates of expected profits. The expected rate of profit in the shares 
market will, on the other hand, normally have to be higher than 
that on bank accounts to compensate for the greater possibility of 
capital losses. 


Other Avenues of Investment 


Investment in real estate, machines, means of transport like 
cargo ships ete. and consumer durables like cars. refrigerators 
etc,, supplied on lease can be, in the light of the limited experience 
of the few existing Islamic banks, another avenue of profitable 
employment of bank funds. The expected rate of profit (net after 
costs of operation) would generally have to be higher than that 
obtaining in the shares market in view of lack of liquidity. The 
possibility of default and the resulting cost of litigation may be 
another reason pushing the ( gross) expected rate of profit higher. 
Theoretically speaking, the margin between the rate of profit in the 
shares market and the real goods market has to be just sufficient to 
compensate for the two factors noted above — lack of liquidity 
and extra costs of operation including litigation. If itis any higher. 
flow of funds into this avenue will bring down the rates, thanks to 
competition. But the real goods market is likely to have greater 
imperfections, relegating the competitive deal into the background 
and necessitating intervention by the social authority to ensure 
fair’ rates, 
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Allocation of Resources 


‘The basic cause of divergence between the value product of the 
enterprise and the value of inputs ( costs) involved. can be found in 
the way society values goods and services. Social valuation of 
objects, old and new, is bound neither by its own earlier valuation 
of some of these, nor by its present valuation of the inputs 
involved. It is, on the contrary, an empirical fact that generally its 
valuation of products of enterprise exceeds its valuation of the 
inputs. in which case productive enterprise ends up with a profit. 
The situation could well be. and sometimes is, otherwise, and 
results in losses. The society itself is the final arbiter in this regard 
and no objective criteria exist changing tastes and incomes and a 
number of other factors account for this valuation, a phenomenon 
described briefly by the term ‘uncertainty’ of market values. But 
the fact that a positive average rate of profit is socially necessary to 
secure a continuous supply of productive enterprise ensures the 
empirical reality noted above. 

Each successful act of productive enterprise takes the society 
forward as its resources are transformed into objects of greater 
value. As the increment in value produced ( profits) accrues to the 
entrepreneur in the first instance, entrepreneurial activities are 
directed to where it is expected to be maximum, This is why and 
how it is the expected rate of profit that determines the allocation 
of resources. Competition ensures that enterprise pushes forward 
in all possible directions till the rate of profit is equal on the 
margin — an ideal situation being always approached but never 
reached. 

The sectoral allocation of resources in a competitive economy 
is fully explained by the expected rate of profit. In doing so 
resources are also allocated between the consumption goods 
sector and the production (capital) goods sector, Guided by the 
expected rates of profits in various industries. say textile. textile 
machines, steel, and iron ore mining, allocations are made to these 
industries as they are made for various consumer goods industries 
like cloth, sugar and transport. The demand and supply mech- 
anism, and the technological needs of one industry for the 
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products of another industry, gear industries in the capital goods 
sector to those in the consumer goods sector in such a manner as to 
sustain supplies commensurate with social requirements, reflected 
in market valuation of the products — final goods as well as 
intermediate goods involved. In allocating resources for the 
capital goods industries, the society is allocating resources for the 
future, but this is done in the present according to current 
valuations as reflected in the currently expected rate of profits. All 
valuation takes place in the present which is the only real time, 
Valuation of things past has no relevance, and valuation of things 
to come in the future is possible only through their significance 
being realised in the present. Seen in this perspective, inter- 
temporal allocation of resources is a by-product of intersectoral 
allocation of resources done according to the expected rates of 
profit. 

No sanctity attaches to the allocation of resources effected in 
this manner, Social authority can always sit in judgement over it, 
modifying it in accordance with the social priorities at a given time 
and place. Furthermore, competition is always imperfect in the 
real world. It is not our intention in this brief study, however, to 
discuss in detail the rationale of social intervention, its modalities, 
and its guiding principles. It is sufficient to recognise its need, 
having made our main point that the market does effect allocation 
of resources without there being a rate of interest. 

Allocation of individual incomes between current consumption 
and savings is done largely on criteria other than profitability of 
savings, a fact universally recognised after Keynes, and supported 
by a number of empirical studies on the responsiveness of the 
volume of savings to changes in the rate of interest.’ In planning 
the disposal of his income the individual takes future needs, 
provision for posterity and a number of other factors into 
consideration, The same is done by corporate savers and the 
government, which has means to manipulate the volume of savings 
through a series of fiscal and monetary measures as well as 


through its incomes policy. Allocation of current income between 
consumption and savings is mostly a planned affair, both at the 
social and the individual levels, The expected rate of profit plays 
only a minor rdle in this process. For the social authority it 
indicates, through rising rates of profits, the need to mobilise 
savings in order to sustain current investment demands in the 
private sector, Mobilisation of savings for the public sector is 
guided by social priorities with expected rates of returns playing a 
subsidiary role. Falling rates of profit depress investment demands 
indicating a reduced social need for additional savings.’ For the 
individual, increasing or decreasing monetary advantages of 
savings, indicated by a rise or fall in the expected rate of profits, 
may necessitate revision of current allocation of incomes between 
consumption and savings. But it is generally agreed that the 
overall direction of this revision cannot be predicted with certainty. 

The above is not meant to deny imperfections in the competitive 
market mechanism, role of power in allocation of resources or of 
other institutional factors. Our sole purpose is to emphasise that, 
insofar as there is scope for # rational indicator, the expected rate 
of profit serves the purpose. The absence from the scene of the rate 
of interest does not pose any problem whatsoever. Its réle in the 
savings/consumption decisions is already recognised to be insig- 
nificant and uncertain, its role in investment decisions depends on 
the fact of its existence — an institutional reality rather than an 
economic necessity. It puts a valuation where none was warranted 
to suit the interest of capitalists. Its disappearance restores 
valuation to where it belongs; to the consumers as far as it is 
feasible and desirable and to social authority as far as needed and 
found advisable. 

A proportionate sharing of entrepreneurial profits by the 
supplier of money capital has no effect on the economic réle of the 
expected rate of profit. The entrepreneur's urge to maximise 
profits, and the tendency of competition to ensure equality in the 


‘Commission on Money and Credit( CMC}: Impact of Monetary Policy, Prentice Malt. 
Inc., 1964, pp.l3-21- pl: Redeliffe Committee Report Her Majesty's Stationery Office. 
1959, 


116 


This bbe trve for the less mature economies of the Third World where the social 
need for savings is recognised largely by critera other than the rate of profit on investment 
2Samuelson, Paul A» Economict, 10th ed., p602 
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rate of profit in various sectors, are not affected by the institutional 
arrangement that the entrepreneur has to surrender an agreed 
percentage share of these profits to the financier. This remains true 
if one or more intermediaries are found between the entrepreneur 
and the ultimate saver. In contrast, the situation is fundamentally 
altered if the entrepreneur is obliged to pay a positive rate of 
interest to the financier, irrespective of the results of the enterprise, 
The risk of loss, which is confined in the profit-sharing arrange- 
ment to the entrepreneurial services going unrewarded, now 
threatens the entire assets of the entrepreneur. The entrepreneurs’ 
willingness to assume risk is thereby severely constrained. 


Fluctuations in the Rate of Profit 


Fluctuations in the rate of profit earned by the entrepreneur 
should occur mainly because of the changing valuation of products 
by society and the inability of the entrepreneur to foresee these 
correctly. Society has no foolproof defence against limited 
foresight or against the vicissitudes of its own valuation. The 
indicator of profit helps society redirect productive efforts after 
losses in some quarters and extraordinary gains in others 
Meanwhile. the losses are to be borne. the extraordinary high 
profits reaped. by those immediately involved in the process. 
These are the entrepreneurs. the financial intermediaries and the 
savers. In case of a Joss the entrepreneur ( working with mudéraba 
capital) goes unrewarded for his enterprise. his other assets are not 
affected, He is still capable of a fresh effort. though with a 
diminished chance of securing muddraba capital, which facts 
urge him to revise his plans and be more convincing to the 
suppliers of capital 

The financial intermediary (say. the bank) receives back a 
capital diminished by the extent of the loss. Itis able to absorb this 
shock by virtue of the pooling of investments. The diminution in 
capital in one venture is made up by profits from other ventures, 
but the potential average of profits is slightly pulled down. For the 
future. a revision of investment policy vis @ vis the party, industry, 
or the sector concerned becomes necessary. Losses serve as 
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guides in the restructuring of investment policy, just as they do in 
the case of redirection of productive enterprise. For the saver who 
deposited his savings in a large pool from out of which banks make 
investment on a diversified basis, the above mentioned losses 
would imply a rate of return on their savings slightly lower than it 
would have been without these losses, The price the society has to 
pay for changing valuations and limitations of human foresight is, 
in a profit-sharing system. shared by the public, the financial 
intermediaries and the entrepreneurs in a manner which does not 
disable or destroy any of them. It is a far more efficient way of 
responding to loss than placing the whole burden on the entre- 
preneur. Needless to repeat that it is highly unjust to spare the 
capitalists and single out the entrepreneurs to pay the price of 
failure. 

In case of an enterprise making extraordinary profits, the 
entrepreneur is placed in a relatively more advantageous position 
as his actual rewards move up more quickly than those of the 
imermediary or the ultimate saver, both of whom. due to the 
pooling arrangement. receive a slightly lower rate of profit than 
they would have received otherwise. This has the effect of urging 
the entrepreneurs to push further in the same direction. supported 
by the encouragement coming from suppliers of muddraba 
capital. Meanwhile, the extraordinary profits are shared with the 
savers and the intermediaries to an extent which the system of 
contractually fixed rates of interest is incapable of ensuring. 

It is quite obvious from the above discussion that the impact of 
losses or extraordinary profits felt by the ultimate saver is greatly 
reduced, first because of the sharing and second because of the 
pooling at the bank's level. As a matter of fact. the saver will 
ordinarily be insulated from all effects of fluctuations that are 
confined to a few industries or any one sector of the economy, It is 
only in case of a general rise or fall in the rate of profit that the 
effect will be communicated to the ultimate sa 

Stability of the rate of return on savings may seem to be a less 
plausible assumption when the shares market is also taken into 
consideration. Two observations seem to be in order here, Firstly. 
competition with banks will oblige the corporations to work for the 
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stability of dividend rates, and consequently of share prices, by 
building loss-compensating reserves and other possible means. 
Secondly, investment in shares may largely take place through 
banks and other financial intermediaries which would be able to 
reduce the impact of these fluctuations upon the ultimate savers. 
Those savers who still prefer to deal directly on the shares market 
will do so because of their higher propensity to take risk in 
expectation of rates of return higher than the banks and other 
financial intermediaries could offer them. 

Thus, the hypothesis that the profit-sharing arrangement will 
expose the whole system to wide fluctuations by communicating 
back the effects of fluctuations in entrepreneurial profits all along 
the line, has no basis in reality. On the other hand profit-sharing 
will be a safeguard against bankruptcies and bank failures which, 
in an interest-based system. distribute these fluctuations in an 
irrational manner distorting both the distribution of income and 
the pattern of productive enterprise. 

There are reasons for believing that, even at the entrepreneurial 
level, the profit-sharing system will be less prone to ‘crises’ and 
wild fluctuations than the interest-based system. The main reason 
lies in the terms on which capital is supplied to the entrepreneur. 
Since retums on bank's muddraba funds. and even the security of 
its capital, are fully tied up with the performance of the productive 
enterprise, the prospects of productive enterprise will be thoroughly 
examined before funds are supplied. Once this is done, the interest 
of the entire financial sector will continue to lie in the success of 
the production sector,’ to which it would still be able to contribute 
in several ways. No such identity of interest and harmonisation of 
policies occurs in the present system, where creditworthiness of 
the borrower is the major (if not the sole) consideration before the 
lender, As long as the borrower has assets to guarantee repayment 
with interest, the banker is not obliged to care about the prospects 
or the progress of the enterprise. This basic change in relationship 
is bound to have far-reaching implications for the policy of the 


"Kah, Monzer The Islamic Economs. MSA of US & Canada, 1978, pp.7h 


120 


financial sector vis @ vis the production sector during periods of 
rising or falling rates of profit, 

At present, the bank’s supply of credit is guided by expected 
changes in the rate of interest, liberal when these rates are 
expected to fall and tight when they are expected to rise, whereas 
the real interest of the production sector may require it to do just the 
opposite, thus aggravating the possibility of a fall or rise in the rate 
of entrepreneurial profits, Since the return on muddraba funds 
supplied by the banks will now be in the form of a proportionate 
share, the banks are expected to be more liberal when the rate of 
profit is expected to rise and cautious when it is expected to fall, 
making credit supply in harmony with the real interests of 
productive enterprise. 

The creation of credit in a profit-sharing system, whether done 
by the Central Bank or the commercial banks, would be fully 
geared to the genuine needs of the production sector. Elimination 
of unhealthy speculation on the shares market, and of general 
speculation, hoarding and some forms of forward transactions on 
the commodity market. is also likely to make both the money 
market and the commodity market more orderly and less prone to 
fluctuations. 

A severe crisis in the production sector involving sharp 
universal fall or rise in the expected rate of profit could not be 
caused by sudden changes in human foresight or social valuation, 
both being relatively slow moving, Its cause may be exogenous to 
the system and/or it may lie in revolutionary change in technology 
or state of knowledge. These call for action by the social authority 
by way of planning and regulation. The market is incapable of 
effecting a smooth painless transition in such cases, 


Monetary Policy in a Profit-Sharing System 


What are the possibilities of manoeuvrability of the crucial 
variables in the profit-sharing system by the Monetary Authority, 
with a view to regulating the supply of money” Elsewhere we have 
explored the potentialities of the reserve ratio. the re-finance ratio 
and the lending ratio as instruments of Central Bank policy for 
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controlling the supply of money, besides direct control and moral 
persuasion. We have also seen how sale and purchase of certain 
kinds of shares can help open market operations.’ We would now 
examine the possibility of the Central Bank changing the bankers’ 
ratio of profit-sharing (brp) or the depositors’ ratio of profit- 
sharing (drp) to effect a change in the supply of money. 

Insofar as the supply of savings into banks’ investment accounts 
is responsive to the expected rate of return on bank deposits, 
raising the drp may increase the volume of bank deposits. and vice 
versa, increasing the banks’ ability to supply mudaraba funds 
which may eventually result in expansion of money supply. 
Lowering drp will be effective as a means of contraction to the 
extent that the volume of deposit declines, and the bank has no 
surplus reserves. 

The brp can be lowered with a view to inducing demand for 
muddraba funds or raised with a view to curbing it. Anti- 
inflationary policy may require curbing demand as well as 
reducing the volume of bank deposits, a raising of brp accompanied 
by a lowering of drp. An expansionary monetary policy requires 
lowering brp accompanied by a raising of drp. Both steps will have 
consequences for the banks’ profit margins which will have to be 
taken care of, to the extent desirable, by other measures. 


Conclusion 


This study has tried to demonstrate that an Islamic economy 
possesses a rational principle for organising productive enterprise 
which capital and enterprise jointly undertake. The principle of 
profit-sharing will ensure mobilisation of savings, its channelling 
to productive enterprise, and its allocation in accordance with 
social preferences as indicated by the rate of profit. The inter 
temporal allocation of resources will also be partly guided by the 
indicator of profits, but it may be largely effected by deliberate 
choice and planning according to social priorities. The system is 
likely to result in fairly stable ratios of profit-sharing between the 
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savers, the financial intermediaries and the entrepreneurs. These 
ratios may change in response to changes in the rate of profit 
expected by the entrepreneurs but they have a tendency to move 
back towards their original level. The entrepreneurial rate of profit 
itself will be less prone to fluctuations because of the changed 
behaviour of the financial sector which is, at present, the major 
source of fluctuations. The Central Bank will be in a position to 
mitigate the effects of these fluctuations by regulating the supply of 
money through a number of policy instruments available to it. The 
impact of such fluctuations as still remain will be communicated 
back to the ultimate savers in a much reduced degree. 
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CHAPTER 5. 


Monetary Theory of Islamic 
Economics* 


The fourth group discussion in the ‘International Symposium 
on Islamic Banks and Strategies of Economic Cooperation’ 
focused on the Monetary Theory of Islamic economics, Islamic 
economists presented a formulation centred round profit-sharing 
which would replace interest in the depositor-bank and bank. 
business transactions. Investible funds would be supplied to 
entrepreneurs promising to share their profits with the banks in an 
agreed ratio. Banks would be able to mobilise savings promising 
depositors an agreed percentage share of the profits accruing to 
banks as a result of the supply of investible funds to the 
entrepreneurs. The two ratios of profit-sharing, the one between 
banks 
preneurs will be determined by supply and demand. The equilibrium 
ratios of profit-sharing will be such as to ensure a supply of savings 
to bank deposits sufficient to sustain a supply of investible funds to 
business, commensurate with the business demand, and for 
investible funds which will be largely a function of the expected 
rate of profit in productive enterprise. The expected rate of profit 


ind depositors and the other between banks and entre 


in the economy will play the allocative role which is supposedly 
played by the rate of interest in modern economies. Capital, as a 
scarce factor of production, will have a price, not in the form of a 
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predetermined rate of interest, but in the form of a probable rate of 
return thrown up by the profit-sharing system. Savers will have the 
expected rate of returns to bank deposits as the incentive to save 
and deposit their savings in banks’ investment accounts, Savings 
are largely a function of the level of income, however, and the rate 
of return on savings has little influence on its volume. 

It was pointed out by the Islamic economists that the profit- 
sharing system was not only feasible, it was also more efficient 
than the system based on interest, The interest-based system is 
inefficient insofar as productive enterprise is financed by interest- 
bearing credit where the suppliers of investible funds (the banks) 
are mainly concerned with the creditworthiness of the borrower. 
The prospective productivity of the venture for which the funds are 
intended is not their major concern. By contrast, in the projected 
interest-free system, the banks as suppliers of investible funds 
would be guided solely by the prospective profitability of the 
ventures since their returns, as well as repayment of capital. would 
depend on the productivity of the venture, the creditworthiness of 
the entrepreneur concerned not being at all directly relevant for 
this purpose. Since there is no reason why the ventures which 
carry the largest prospective profitability should be the ones 
sponsored by those with highest creditworthiness, the interest. 
based system of financing production fails to allocate resources to 
the most productive uses (in the exante sense) which the profit- 
sharing system always does. 

It was also pointed out that the profit-sharing arrangement 
would result in a just and equitable sharing of the social surplus, 
whereas the system based on interest is unjust for it guarantees a 
definite positive return to the financier whereas the value product- 
ivity of investment is uncertain. It transfers additional wealth to 
owners of capital even when no additional wealth has been created 
through the employment of capital in productive enterprise. The 
system results in a constant transfer of existing wealth from loss- 
incurring entrepreneurs to wealth owners, which makes the 
distribution of wealth more inequitable with the passage of time. 
By contrast, profit-sharing ensures justice both at the micro and 
macro level. When the returns to productive employment of 
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capital are high, the entrepreneurs, the banks as intermediaries, 
and the savers, all get good returns as agreed shares out of the new 
wealth created. When the returns are low each one still receives a 
share. In the case of a loss the entrepreneur goes unrewarded but 
does not lose his own assets, as happens in the interest-based 
system. The banks get back what remains of the capital supplied. 
A policy of pooling of deposits and diversification of investment 
can ensure that the banks do not sustain a loss on the totality of 
their investments and, hence, the depositors do not get a negative 
return, except in the case of a deep recession. In the profit-sharing 
system, wealth will bring more wealth to its owners only to the 
extent the employment of their wealth results in the creation of 
more wealth, in which case the entrepreneurs will also have 
received a share. Thus the profit-sharing arrangement results in a 
sharing of social surplus which is just and equitable. The 
arrangement harmonises the interest of the financiers with that of 
the entrepreneurs which contributes to the efficiency of the 
system. 

Besides being superior to the interest-based system when 
judged on the criteria of justice and efficiency, the profit-sharing 
system has the unique advantage of not being prone to inflation. 
This characteristic follows from the way money capital is supplied 
for business. The banks as suppliers of investible funds examine 
the projects presented to them and supply investible funds only 
when they are fully satisfied that the project will result in the 
production of a value larger than that invested, since the banks’ 
own returns depend on it. In a fractional reserve system supply of 
investible funds by banks involves creation of new money. This 
applies to the profit-sharing system also. But the creation of new 
money in the profit-sharing system is effectively linked with 
genuine possibilities of creating additional value. It may not be so 
in the interest-based system where creditworthiness of the 
borrower is more important than the prospective productivity of 
the project. Furthermore, the profit-sharing system automatically 
curtails the money supply to the extent that investment of funds 
fails to be productive of value. This happens when, in the 
eventuality of a loss of productive enterprise. the banks receive 
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back an amount less than they had supplied. This reduced amount 
of money capital corresponds to the value of the goods and 
services produced. The part of money capital that failed to result 
in production of goods and services is simply annihilated. There is 
no counterpart to this peculiar mechanism in the interest-based 
system which makes that system prone to inflation. 

It was pointed out that once interest is allowed it permeates all 
sectors of the economy including those where no ‘productivity’ is 
involved. Two obvious examples are consumer loans and public 
debt for non-productive purposes, especially for national 
emergencies like famine or war. Interest in these sectors leads to 
suffering (in case of consumer loans) and inequity (in case of 
public expenditure), In a profit-sharing system the society can 
arrange supply of needed consumer loans on a service basis out of 
welfare funds, Non-productive public expenditure can be financed 
through taxation as well as, partly at least, through interest-free 
loans some of which can be obtained from the banks which handle 
the public's demand deposits. 

International financial transactions, especially aid for develop- 
ment is better organised on the basis of participation and 
partnership in progress. The aid givers will receive a share-out of 
the actual fruits of the productive employment of their funds, 
which they will be keen to ensure. The experiment with interest as 
the basis of economic aid in the last few decades has been quite 
frustrating, resulting in inefficient use of funds, increasing burden 
of debt. and increasing dependency of the aid recipients on the aid 
zivers. 

Lastly, it was pointed out that a switchover from interest to 
profit-sharing will encourage enterprise leading to an increase in 
the volume of investment and the level of employment. The 
entrepreneur's willingness to take risk will increase as the 
obligation to repay the borrowed capital as well as to pay a 
predetermined rate of interest to the banks is replaced by an 
obligation to share the profits and/or return the capital (or 
whatever remains out of it in the eventuality of a loss). Depending 
on the availability of funds, projects with expected yields not high 
enough to cover the risk premium, and the rate of interest, and 
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entrepreneurial reward equal to possible alternative earnings, but 
sufficient to cover the entrepreneurs’ possible alternative earnings 
in view of the expected rate of profit and the ratio of these profits to 
be retained by the entrepreneurs, will now fully qualify for 
entreprencurial efforts. 

The German economists participating in the group discussion 
appreciated the above points but expressed reservations on 
several counts. One of the important points made by them related 
tothe higher cost of information in the Islamic system in which the 
banks must examine the final accounts of every enterprise 
financed by them (in order to ensure their due share in profits), 
besides evaluating each project before funds are committed to 
them. The Islamic scholars responded by admitting that the cost of 
information in the Islamic system would indeed be higher than in 
the interest-based system where banks have no reason to look into 
the relevant accounts as their own returns are predetermined. 
They pointed out, however, that the costs involved may not be as 
high as visualised by their German colleagues since the scrutiny of 
‘accounts can be done through some specialised agency for a fee. 
The higher costs have to be considered in the context of the 
corresponding benefits to the society in terms of more efficient 
allocation and more equitable distribution of the social surplus 
accruing as profits, Both sides agreed that the issue required 
analytical as well as empirical research. The German scholars 
were referred to some recent papers by Islamic economists which 
may further enlighten them on some issues which they regarded to 
be unclear, e.g. the opportunity cost of capital, mobilisation of 
savings and profitability of the Islamic banks, 

Some German economists pointed out the significance of the 
rate of interest as the price of capital acting as a clear market signal 
as any other price does. Islamic economists responded by asking 
what it was a price of, money capital or capital in the sense of 
capital goods? Economic literature was confused on this issue, 
and it also stressed that the rate of interest in a competitive 
equilibrium with perfect knowledge was identical with the rate of 
profit. The expected rate of profit was a sufficient market signal for 
allocative purposes and the system hardly needed anything 
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beyond that. Both sides agreed that the subject needed research 
and the distinct rdles of money capital and physical capital in 
production need to be clearly ascertained. The German scholars 
requested the Islamic economists and bankers to arrange easy 
availability of literature on Islamic economics and data relating to 
the Islamic banks which was at present very difficult to acquire. 
They complained of the high ‘cost of information’ in this regard. It 
was agreed to make a joint recommendation in this connection, 

One German economist expressed serious doubts on the 
advisability of shifting the liability to losses from the entrepreneur 
(as it is in the interest-based system) to the supplier of capital (as it 
is in the profit-sharing arrangement). He pointed out the economic 
role of the penalty losses imposed on the inef nt entrepreneur. 
One more reason for making the entrepreneur liable to losses of 
enterprise is to deter him from dabbling with objectives other than 
profit maximisation, especially those relating to the public good, 
which is better taken care of by the public authority. Islamic 
economists pointed out that the penalty is unjustified as losses are 
not always caused by the inefficiency of the entrepreneur. Insofar 
as entrepreneur's inefficiency is involved, the Islamic system does 
penalise the entrepreneur as he has to go unrewarded for his 
entrepreneurial services, He is also penalised by having a poor 
chance of getting funds from banks in future. The idea of 
preventing the entrepreneur from serving the public good at the 
cost of some profit cannot be acceptable, unless one believes in 
the invisible hand’ and the myth that the public good is best served 
when every individual is serving his own interests. Dissemination 
of all available information relating to social objectives, and the 
attempt on the part of every individual to serve these objectives, 
decreased the burden on social authority and reduced the need for 
social intervention 

It was agreed that the issues of creation of money and inflation, 
as well as that of cost of information required in-depth research. It 
was also necessary to work out the functioning of the Islamic 
monetary system in greater detail. This should be done both under 
the assumption of a wholly Islamic world, where every economic 
agent behaves according to Islamic teachings, and the assumption 
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of a mixed world where non-Islamic behaviour coexisted with 
weak Islamic motives as at present. These studies may be done for 
a closed system as well as for an open system in which the Islamic 
world interacts with the non-Islamic world. 

It was agreed that research relating to the Islamic monetary 
system, free of interest and based on profit-sharing, was of great 
contemporary relevance in view of the severe crisis facing the 
present economic and monetary order. The German scholars 
expressed the hope that the Islamic approach might lead to an 
alternative worthy of utilisation by the western economies as well 
as the developing countries. 
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CHAPTER 6 


Issues in Islamisation 
of Banking* 


Issues likely to be faced in the process of changeover from 
interest to profit-sharing in the banking system as a whole were 
recently taken up at the official level for the first time in modern 
history in Pakistan. The result was the report of the Council of 
Islamic Ideology on elimination of interest from the economy 
which is a comprehensive document covering all aspects of the 
matter. The Council, to which a similar report of a panel of 
economists and bankers appointed by it was available, has 
discussed in detail the operations of the commercial banks, 
specialised financial institutions, and the Central Bank in the light 
of the desired change. It h 
transactions can be freed from interest. This document running 
into 127 pages is a valuable contribution to the literature on 


Iso suggested how the government 


interest-free banking The Government of Pakistan had invited 
comments from some foreign scholars also, and the note that 
follows was in reponse to this invitation. A number of footnotes 
have been added for the benefit of those readers to whom the 
Council report may not be available 


I offer my compliments to the Government of Pakistan for 
it 


the elimination of interest from the economy by the Council of 


¢ of these reports on 


initiating a process which has led to the wr 


Islamic Ideology, the Panel of Economists and Bankers and the 
Committee headed by the Finance Minister. It is the first time in 
modern history that the Qur’anic injunction against interest has 
been taken seriously at the highest level, and a government has 
shown its determination to manage the economy without interest 
T also wish to pay my respects to all the ulema, economists and 
bankers involved in formulating these proposals which are likely 
to help not only the Government of Pakistan but also other 
Muslim peoples in reconstructing their economies in accordance 
with Islamic injunctions. 

The very fact that these reports are likely to form the basis of 
crucial decisions of far-reaching consequences, and that the 
decisions eventually taken in Pakistan may serve as a model for 
other governments and peoples, necessitates very careful scrutiny 
of these proposals by all concerned so that the final outcome is in 
consonance with Islamic principles and viable enough to stand the 
test of time. 

The following comments are offered in all humility to assist this 
process. 


Profit-Sharing as the Chief Alternative to Interest 


The chief alternative to interest, on the commercial level, can 
only be profit-sharing in accordance with the relevant Islamic 
rules. This has been noted in the Preface to the Council Report (p. 
xiii) and emphasised repeatedly in later chapters. Qard Hasan is a 
service proposition and has to be organised as such through the 
banking system and other financial institutions and also through 
other agencies. It is gratifying to note that the Council has duly 
modified the ‘new system’ of sharing profits and losses proposed 
by the Panel in paragraph 1.27 of its report (as also contained in 
the Committee Report on Interest Free Banking). It has stated 
categorically that ‘the loss would, however, be shared strictly 
proportionately to the respective capital contributions’ (Council 
Report 1.23). The system proposed in the other two reports 
violated the Shari'a and went against the Islamic approach to the 
respective roles of capital and enterprise in the productive process. 
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Any departure from this approach, which regards losses as an 
erosion of equity (i.e. decrease in capital) and profits as a joint 
result of and reward for capital and enterprise, will lead us astray 
from the justice ordained by the SharTa, It is advisable, therefore, 
to be on our guard against any dilution of this approach. 

Itis in this context that I fail to understand why the Council has 
agreed to describe the proposed system as profivloss sharing 
instead of profit-sharing. Such a description is understandable as 
far as the reports of the Panel and the Committee are concerned, 
as they explicitly provide for a sharing of the losses, accruing to the 
capital supplied by the banks, by industry. The Council has rightly 
rejected this as being ultra vires of Shari‘a. Ithas strictly adhered 
to the Islamic position that whenever capital participates in 
enterprise every capital owner bears the entire loss accruing to his 
capital. Itis quite clear that neither the entrepreneur nor the other 
suppliers of capital actually ‘share’ the loss accruing to any 
particular supplier of capital. This is true of shirka, in which all 
partners are suppliers of capital as well as of mud@raba in which a 
particular partner may be supplying no capital at all, The justice of 
this Islamic rule is quite evident, especially in case of simple 
mudaraba, as the working partner, in case of loss in enterprise, 
gets no reward for his labour and enterprise, He, too, bears a loss 
to that extent. though he is not obliged to compensate part or whole 
of the loss in capital supplied by the other partners. This being the 
case, and losses in the reports under consideration meaning 
accounting losses (as they do always unless otherwise specified), 
it is advisable to describe the Islamic proposition as merely ‘profit- 
sharing’. In the recent writers on interest-free banking based 
on shirka and muddraba use this description and avoid calling ita 
system of profit/loss sharing which is, to say the least, confusing. 
In view of the fact that some economists and bankers still find it 
advisable to propose sharing of losses in violation of the relevant 
rules of the Shari‘a and against the Islamic approach to capital and 
enterprise, it is all the more necessary to avoid such a description. 

In the light of the difficulties in the practical application of the 
profit-sharing system in certain spheres, explained in these 
reports, the Council has rightly endorsed the need of using some 
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other methods. The Council has, however, made it clear that it 
wants these other methods to be used very sparingly and that their 
rile of profit-sharing and Qard Hasan should expand (Preface to 
Council Report p. xiv). 

One is, however, disturbed by the fact that the other methods 
suggested by the Panel are allowed to cover a very wide range of 
operations, which include some of those operations which could 
have been easily handled by the profit-sharing arrangement. An 
obvious example is the case for which the’ Investment Auctioning” 
device has been accepted, about which we have more to say later. 
Once we agree on the profit-sharing arrangement to be the chief 
alternative, it is advisable to provide categorically that any other 
method should be used only where the profit-sharing arrangement 
is not workable. Other methods should not be allowed as 
alternatives to profit-sharing, as they have been at present. 

This is all the more necessary when the other method under 
consideration, though found permissible by the Council, is nearer 
to interest and far removed from profit-sharing on two important 
counts: 


1, The banks get back a definite sum of money in the future. 


2. The rate of return on the capi 
known in advance. 


al invested by the bank is 


The very proximity of these ‘alternative’ arrangements to the 
Present interest-based arrangements may see to it that they 
gradually replace profit-sharing even where it is introduced in the 
first instance, besides refusing to yield ground to it where it is 
installed from the very beginning. Permission to use these methods 
as ‘alternatives’ to profit-sharing is, therefore. likely to frustrate 
the Council's intention to expand the role of profit-sharing and 
reduce the rdle of other methods with the passage of time. 

I would, therefore, recommend a categorie policy statement on 
this issue. It should be clearly laid down that any other methods 
endorsed by the Council can be adopted only in cases where 
profit-sharing is found to be unworkable. 
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Supplementary Methods of Eliminating Interest 


We have to examine the other methods suggested in the reports 
under consideration not as alternatives to profit-sharing, where a 
profit-sharing arrangement is also feasible, but as second best 
substitutes for it in cases where profit-sharing does not seem 
workable at present. In doing so we have to keep away, as far as 
possible, from devices which bear close proximity to the present 
interest-based arrangements in effect, though they may be different 
in formal legal details. Seen in this light, the methods of Leasing, 
Hire-purchase, Financing on the basis of normal rate of return, 
Time multiple counter loans, and Special Loan Facility as 
modified by the Council (Council Report, paragraphs 1.13, 1.18, 
1.19, 1.20, 1.21) seem to be acceptable. They can be applied 
within the limits and along with the safeguards proposed by the 
Council. 

It is difficult, however, to say the same about Murdbaha as 
suggested by the Panel’ (1.16 Panel Report) or Bai’ Mu‘ajjal, as 
approved by the Council (1.16 Council Report). The Council has 
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done well in modifying Murabaha, which is based on a particular 
juristic opinion not shared by many eminent jurists, to Bai’ 
Mu‘ajjal which has relatively more secure foundations, despite 
the fact that it remains controversial.! I do not propose to question 
the formal legal status of Bai* Mu'ajjal as defined by the Council: 
“a sale under which the price of the item involved is payable on a 
deferred basis either in lump sum or in instalments’ (1.16 Council 
Report), | am afraid, however, that in practice it will become a 
cover for continuing the present interest-based transactions. 
Those needing finance for purchase or import of inputs would 
approach the banks to buy the item for them, with the commitment 
to buy it from the bank at a higher but deferred price, The mark-up 
will naturally tend to be higher the longer the period of time 
involved. The banks will have a guarantee of receiving back the 
price they actually pay plus a predetermined return as the result of 
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the mark-up. For all practical purposes this will be as good for the 
bank as lending on a fixed rate of interest. This will create a 
tendency of preferring this method over profit-sharing or any of 
the other methods approved by the Council, since it helps 
maintain the status quo. | am disturbed by the fact that. instead of 
confining the use of this method to situations where profit-sharing 
may not be feasible, the Panel and the Committee headed by the 
Finance Minister have already envisaged a very wide range of 
operations to be covered by this method (which they called 
Murabaka), including the supply of working capital requirements 
‘which may be financed by banks by way of sale of inputs on 
deferred payment basis by putting a mark-up price of goods 
purchased by the financed industry’ (paragraph 75, Report on 
Interest Free Banking by the Committee. See also 2.11 of the 
Panel Report) 

Both the Council and the Panel are apparently aware of “the 
danger attached to it of opening a back-door for dealing on the 
basis of interest’ (1.17 Council Report; 1.17 Panel Report). The 
fact that they have nevertheless approved of this method must be 
construed, therefore, as an expression of their feelings that there 
are some ‘inescapable cases’ (Paragraph 1.17 in Council as well 
as the Panel Report) where other methods, especially profit- 
sharing. are not workable. One such case seems to be the supply of 
fertilisers to farmers, which has been cited in their reports as an 
example 

I would prefer that Bai‘ Mu‘ajjal is removed from the list of 
permissible methods altogether. Even if we concede its permis 
sibility in legal form we have the overriding legal maxim that 
anything leading to something prohibited stands prohibited, It will 
be advisable to apply this maxim to Bai’ Mu'ajjal in order to save 
interest-free banking from being sabotaged from within 

Should some pressing situations defy any other solution we can, 
at least, confine the use of Bai‘ Mu'ajjal specifically to them as a 
temporary measure, while prohibiting its use in other situations, 
‘There is no justification for using this method in financing working 
capital requirements of industry, as suggested in paragraph 75 of 
the Committee Report quoted above, as this can easily be done on 
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a profit-sharing basis. One can, however, understand its application 
the agricultural sector on a limited scale, to cover cases which 
cannot be handled by Bai" Salam as proposed by the Council! 
(2.17 Council Report). Even in that case, it will be advisable to 
specify the mark-up as well as the time period involved. Any other 
possible case of application of this method should first be 
thoroughly examined to see if it really defies profit-sharing. 
leasing, hire-purchase and financing on the basis of normal rate of 
return, 

It is gratifying to note that the Council did not endorse the 
method of “Investment Auctioning’ as formulated by the Panel’ 
(Panel Report 1.14). According to this formulation “the offer of 
the needed long ternv medium term finance’ is part of the package 
being ‘sold’ on deferred payment. But an offer to finance is not a 
valid object of sale in Shari'a. It would be an exchange of a smaller 
sum of money for a larger sum of money to be paid later — a clear 
case of the prohibited ribé. Inclusion of another item in the 
package being sold, i.e, ‘industrial project with complete details” 
cannot legitimise this transaction. The Panel's argument that the 
transaction ‘would be in the nature of a sale on deferred payment 
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respect of Bai’ Salam,’ p4, Report of The Council of Islamic Ideology on the Elimination 
caf Interest from the Economy 

Another method for replacement of interest in the case of long and medium term 
financing in the industrial xector is the system of investment auctioning Under this system. 
commercial hariks may form a consortium with long-term financing institutions and fem: 
industrial projects with complete details. Therefore. the consortium may announce the 
project with the offer of the needed long/medium term finance in specific terms and call for 
bids from prospective investors for the purchase of the project. The consoetium may fix 
reserve price which may include a reasonable profit margin. It may also reserve the right to 
accept oF rect any bict The project may then be awarded Ww the highest bidder ifthe party is 
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basis’ is not convincing as the seller retains the ownership of the 
plant and machinery until full payment is made by the buyer. A 
genuine sale on deferred payment transfers the ownership to the 
buyer who becomes liable to payment on the agreed future date or 
dates. 

The Council has modified the Panel's proposal to make it a 
genuine sale of plant and machinery, to be delivered on agreed 
dates, on deferred payment. The modified proposition is correct in 
formal law. What is questionable is the need to apply this method 
to a case to which profit-sharing can be applied without any 
difficulty. This violates the basic policy we have recommended 
above, a policy which also seems to have guided the Council as it 
has recommended gradual reduction in the role of other methods 
and expansion in the role of profit-sharing and Qard Hasan. 

Apparently a justification in favour of this departure has been 
provided by the Council in paragraph 1.15 of its report which 
reads: “The most significant advantage of this system from the 
economic point of view would be that the price paid by the investor 
for industrial machinery would adequately reflect the potential 
profitability of the project which is essential for efficient allocation 
of resources.” But the heart of the matter is that potential 
profitability is uncertain, it cannot be known in advance. This is 
why the just Islamic system is based on the sharing of expost 
profits, What the buyer's bid would reflect is his estimate of the 
profit, not the actual profit This estimate may or may not come 
true. Profit-seeking capital is exposed to this uncertainty and it is 
not fair to transfer it entirely to the buyer as the Panel proposal 
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seeks to do. The Panel's argument in paragraph 1.15 of its report 
(which the Council has repeated with the replacement of “scarcity 
value of capital’ by ‘potential profit of the project’) secks to do 
exactly what interest is presently doing: ensuring a guaranteed 
return to investment by the banks and transferring the risk entirely 
to the entrepreneur. How far the formally correct proposal of the 
Council changes this materially, deserves attention. 

An efficient allocation of resources is ensured by the profit- 
sharing arrangement as argued in my paper Economics of Profit 
sharing’.' The argument of paragraph 1.15 quoted above does not, 
therefore, provide a special justification for’ Investment Auctioning” 
in place of profit-sharing. But those who think that investment 
auctioning does something which profit-sharing fails to do must 
advocate the replacement of profit-sharing by investment auction: 
ing all along the line. The Council is apparently not aware of this 
implication otherwise it would not have repeated the argument of 
paragraph 1.14 of the Panel report, In endorsing this proposal it 
has not found it necessary to urge that this method should be used 
sparingly. This might result in an expanding role for the use of this 
method at the cost of the profit-sharing arrangement. This. in my 
view, will do serious damage to the system and frustrate the whole 
exercise, at least with respect to the industrial sector, Nothing will 
prevent the ‘Consortium’ from adding the current rate of interest in 
similar economies to the market price of plant and machinery to 
arrive at their “reserve price’, leaving the ‘auction’ to bring them 
additional gains. Entrepreneurs with nowhere else to go will be 
constrained to’ buy" the project at whatever price they can, Instead 
of relieving them of the burden imposed by the unjust system based 
on interest the “Islamic” system with investment auctioning might 
leave the entrepreneurs worse off. 

1am sure once these dangers are realised there will be no 
hesitation in dropping this proposal altogether. The profit-sharing 
arrangement supplemented by the methods of Leasing, Hire- 
purchase, Financing on the basis of Normal Rate of Return and 


See paper 5 above 


Time Multiple Counter loans within the limits proposed by the 
Council as well as the methods of Bai’ Mu’ajjal and Bai’ Salam 
applied in the agricultural sector with utmost caution would be 
sufficient to replace interest in all sectors of the economy. It should 
be our endeavour, at the same time, to reduce the role of the 
supplementary methods to the minimum necessary so that profit- 
sharing becomes the dominant form of financing in the whole of 
the economy. Any other methods like investment auctioning or 
use of Bai‘ Mu‘ajjalon an extended scale will pull the system back 
to the status quo and retard its progress. 


Action Plan for the Elimination of Interest 


The Pane! as well as the Committee have suggested that savings 
and fixed deposits may continue to be interest-bearing during a 
transitional period of two years. The Council has agreed to this as 
is evident from the timetable set in paragraph 1.35 (especially 
page 30) of its report. This proposal has the disadvantages of 
keeping away savers who wish to gain through deposits but do not 
want it in the form of interest which is prohibited, NIT units or ICP 
mutual funds may not attract all as they lack the easy accessibility 
of bank deposits. The disadvantage can be removed by introducing 
profit-sharing (i.e. muddraba) accounts from the very beginning, 
side by side with the (transitional) interest-bearing accounts. This 
may have some other advantages also, as noted below. 

The proposal to continue with interest-bearing deposits even 
after a changeover to profit-sharing on the asset side is obviously 
based on the assumption that banks will earn sufficient profits to 
pay interest to their depositors and still retain some for the 
shareholders. By the same assumption. there will be enough 
profits left after interest is paid on interest-bearing deposits to pay 
a dividend on profit-sharing deposits which is, at the least. equal to 
that rate, without jeopardising the shareholders’ prospects. There 
is an even chance that the rate of dividend accruing to the profit 
sharing deposits might be higher than the rate of interest on 
deposits. In either case introduction of profit-sharing accounts in 
the transitional phase will facilitate the eventual closure of the 


143 


interest-based accounts by way of familiarising the people with 
the new method and allaying their doubts regarding it. if any. 
Should the operation of these accounts create any problems. they 
can be taken care of before the complete changeover, A case in 
point is the suitable ratios of profit-sharing relating to the bank- 
businessmen and bank-depositor transactions. Whatever ratios 
are fixed in the first instance can be adjusted in the light of 
experience of the transitional phase, with a view to making the rate 
of dividends on profit-sharing deposits at least equal to the rate of 
interest on deposits on the eve of the changeover. 

If this suggestion is accepted the introduction of profit-sharing 
accounts in the transitional phase should be accompanied by a 
media drive to persuade the public to opt for these accounts in 
preference to the interest-bearing accounts. The success or failure 
of this drive would serve as an index of the popular enthusiasm for 
the new system, which may help. 


Towards the Goals of the Islamic Economy 


Elimination of interest from the economy is obviously a means 
for the realisation of some higher ends, not an end in itself. The 
ways and means of eliminating interest should, therefore, be 
ultimately examined in the context of the goals of the Islamic 
system. In other words our job is not only to devise a system of 
banking and finance free of interest. The system should also be 
geared to the maximum realisation of the goals of an economic 
system in Islam. The reports under discussion have undoubtedly 
made a great contribution towards devising a system free of 
interest but they could not attend properly to the larger question of 
how effectively to direct the financial system towards the achieve- 
ment of the Islamic goals of eradication of poverty, justice, 
stability and growth, I suggest that a review of the interest-free 
system from this point of view might result in significant improve- 
ments. One possible area of improvement is to provide for a larger 
role for banks and other financial institutions, under the guidance 
of the Central Bank, in exploring the possibilities of increasing 
production and inviting labour and enterprise to avail themselves 
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of these opportunities through parti ion. Projects designed to 
contribute directly to the incomes of the poorest sections of the 
population should receive greater attention and possibly direct 
patronage from special agencies set up for this purpose. A crucial 
factor for the success of the new system in terms of goal 
achievement is its projection as a system that cares for the 
majority of our masses who are weak and poor, The masses can be 
involved in the developmental process, which the banking and 
financial system is supposed to promote, only when they have the 
assurance that a fair share out of the fruits of development will 
flow to them. Their Islamic consciousness can be aroused and 
their energies mobilised to making this pioneering effort at Islamic 
reconstruction of economy a success, provided they feel that the 
decision-makers are sincerely orienting the system towards the 
achievement of the Islamic objectives, especially those related to 
eradication of poverty and reduction of inequalities in the 
distribution of income and wealth 

Another possible area of improvement upon the system of 
interest-free banking presented in these reports is the dovetailing 
of this system with other crucial aspects of the economic system of 
Islam: a market free of unhealthy speculation and monopoly, a 
welfare-oriented fiscal policy, a social security system based on 
Zakét, ajust system of land tenure and a programme of removing 
the inequities of the initial distribution of wealth inherited from the 
past. This admittedly requires that elaborate schemes for these 
other changes are also available. It will be advisable to assign this 
task to special working groups so that the various blueprints 
relating to these different aspects of the Islamic economy could be 
integrated into a whole that is clearly and effectively directed 
towards the ultimate goals of the system. The Islamic reorgani 
sation of banking and finance can reach its maturity only when itis 
put in that perspective and revised accordingly 
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ISSUES IN ISLAMIC BANKING introduces the idea of a bankir 


operation based on the Islamic principles of partnership and profi 
sharing, free of interest. It demonstrates how the creation of high powered 
money its well as of bank money in the Islamic system can be firmly linked 
with genuine possibilities of production, minimising the chances of 


inflation, Comparing and contrasting the Islamic system with the intere 
based banking system it shows the superiority of the former on grounds of 
distributive justice, allocative efficiency, stability and growth. It arg 

that the malaise in the existing system of in 
the Institution of interest whose elimination should be the first ster 


towards a new and healthy monetary order, On the eee $ of pro 
the author shows how the ratio of profit-sharing between supplict 
I and its users can be determined rationally by the forces of supply 


and demand, The book surveys recent contributions 10 Ory 
money, banking and monetary policy in an Islamic economy, critically 
examining the state of the art on such issues as demand for money 


creation of credit, 100 percent reserves and indexation. It also evaluat 
some recentt policy recommendations on how to elinsinate interest from the 
economy of Pakistan, discussing such issues as Muribaha and investment 
auctioning 


